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7 {{IN THE MATTER OF THE COMPETITION IN ) DOCKET NO. U-0000-94-165
g THE PROVISION OF ELECTRIC SERVICES )
THROUGHOUT THE STATE OF ARIZONA. ) TUCSON ELECTRIC POWER COMPANY’S
9 ) MOTION FOR RECONSIDERATION
0 ) AND REQUEST FOR STAY
11 Tucson Electric Power Company (“TEP” or “Company”), pursuant to A-R.S. § 40-253 and
L 12 || A.A.C. R14-3-111, hereby moves the Arizona Corporation Commission (“Commission™) to:
13
14 1) Reconsider Decision No. 59943 dated December 26, 1996 (“Decision”) which
adopted Proposed Rules on Retail Electric Competition (R14-2-1601, er seq.)
15 (“Rules”™); and |
16 ||
2) Order a stay of the enforcement of the Rules pending the amendment of the
17 Rules consistent with TEP’s comments (as set forth in Exhibit B attached hereto)
18 or the repeal of the Rules by the Commission or the Courts, becanse the Rules
0 will otherwise be effective notwithstanding 2 reconsideration or appeal.’
20 Thisrequmedrcﬁcfisinmcbmintuwtsofthcpubﬁcandis&irandeqtﬁmbleman

51 || concemed pardes—consumers, utiliies and the Commission—because it provides a meaningful
22 |l opportunity to review the Rules, the manner in which they were adopted and their impact without
23 || unnecessarily subjecting the state of Arizopa to their unwanted consequencss. Further, in order to
74 || achieve the Commission’s stated objective of moving the electric mdusu-y to competition, this relief
25 willopenawindowofoppommii}’formeparﬁesmjgim!xdcvdopthelcgalandtechnicaldﬂaﬂs
26 || that are lacking in the regulatory “framework” that is now i place. Such a process, which has been
27 |l successfully conducted in other jurisdictions, but was not followed in Arizona, will protect the

! Byrequestingasayofthemﬁmm&mmﬂa,TEPdownotwaiveanyrightmappaltheMesasadopwdor
30 zsmaybesnhsequcndyammded.:hemmnerinwhichcbemwmadoptedorasmybembsoquenttyamended,
or the Decisions of the Commission issued in connection with the Rules.
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welfare of the consumer, the financial stability of the “Affected Utilides” and meet the
Commission’s stated objective of bringing retail competition to Arizona in 2 timely manner.

TEP believes that by filing this motion and request for a stay, the Commission will have one
more opportunity to cxamine at Jeast the following areas of concern with the Rules, prior to their

enforcement:

a) System Reliability. To ensure that all citizens of Arizona (and the Southwest)
continue to receive safe, reliable and economic electric service.

b) Economic Impactto the State. To quantify, and if possible minimize, the cost of
potential lost revenues and taxes to the state and its political subdivisions.

¢) Siranded Cost. To recognize changes to the “Regulatory Compact” and related
financial consequences to the “Affected Utilities.” -

d) Level Plaving Field To thoroughly study and implement retail competition in a
fair and equitable manner, which may require legislative action in Hght of issu
such as “Salt River Project reciprocity” and preference power. '

¢) Legal Issyes. To identify and correct through, Commission, judicial, legislative
and constitutional means, the various legal problems posed by the Rules under
existing Arizona law.

f) Judicial Review. To identify and remedy ail procedural and substantive defects
in the Rules and the manner u}, which they were adopted in order to avoid costly
and time consuming litigation.”

As set forth more fully in the supporting Proposed Form of Order (attached hereto as

Exhibit A and incorporated herein) and Memorandum of Points and Authorities (amached
hereto as Exhibit B and incorporated herein), TEP respectfully requests the Commission to

issue an order as follows:

1 Ome blatant example of this is the amendment of AAC R14-2-1611. In the proposed rules circulated for public
cotment, an entity such as SRP could not participate unless Affected Utilities consented in writing, thereby giving
Affected Utilities a “right” in this process. The amendments to the Rules adopted at the Special Open Meeting took
thar “right” away from the Affected Utilities and changed the process in which SRP could participate. This was a
substantive change that should have resuited in a re-noticing of the Rules under the APA.
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| 1) Granting TEP’s Motion for Reconsideration of the Decision;
2 2) Grating TEP's Request for a Stay of the Rules;
3
4 3} Establishing a schedule for evidentiary hearings to remedy all of the procedural
and substantive deficiencies in the Rules as described more fully in Exhibit B;
5 and
6 4) Concluding that pursuant to the Arizona Administrative Procedures Act
7 (“APA”), a notice of proposed rulemaking to either amend or repeal and replace
3 the Rules should be issued as a result of the evidentiary hearings to remedy all of
the procedural and substantive deficiencies in the Rules as described more fully
9 in Exhibit B.
10 RESPECTFULLY SUBMITTED this 10th day of January, 1997.
11
12 TUCSON ELECTRIC POWER COMPANY
13
14
15
16 Bradley’S. Carroll
17 Coumsel, Regulatory Affairs

Legal Department - DB203

18 220 West Sixth Street - P.O. Box 711
19 Tucson, Arizona 85702
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CERTIFICATE OF SERVICE

Original and ten copies of the foregoing
filed this 10th day of January, 1997, with:

Docket Control

Arizona Corporation. Commuission
200 West Washington

Phoenix, Arizona 85007

Copies of the foregoing hand-delivered
this 10th day of January, 1997, to:

Cart J. Kunasek, Chairman

Jim Irvin, Commissioner

Renz D. Jennings, Commissioner
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Director of Utilities

Utilities Division

Arnzona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Copies of the foregoing mailed
this 10th day of January, 1997, to:

Stephen Ahearn

Arizona Dept. of Commerce Energy Office
3800 North Central, 12th Floor

Phoenix, Arizona 85012

Betty Pruitt

Arizona Community Action Association
67 East Weldon, Suite 310

Phoenix, Arizona 85012

Jerry L. Rudibaugh

Hearing Division

Arizona Corporation Comxaission
1200 West Washington Street
Phoenix, Arizona 85007

Christopher C. Kempley, Asst. Chief Counsel
Bradford A. Borman Attormey

Legal Division

Arizona Corporation Commission

1200 West Washington Street

Phoenix, Arizona 85007

Rick Gilliam

Land & Water Fund

2260 Baseline Road, Suite 200
Boulder, Colorado 80302

Michael Curtis

Az.Municipal Power Users Assoc.
2712 North Seventh Street
Phoenix, Arizona 85006-1003
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Bill Meek

Arnizona Utility Investors Association
3030 N. Central, Suite 506

P.O. Box 34805

Phoenix, Arizona 85067

Barbara Klemstine

Arizona Public Service Company
P.O. Box 53999

Phoenix, Arizona §5072-3999

Mike McElrath

Manage, Power

Cyprus Climax Metals Company
P.0O. Box 22015

Tempe, Arizona 85285-2015

A.B. Baardson

Nordic Power

4281 N. Summerset
Tucson, Arizona 85715

Dan Neidlinger
3020 North 17¢h Drive
Phoenix, Arizona 85015

Patricia Cooper

Arizona Electric Power Cooperative
P.0.Box 670

Benson, Arizona 85602-0670

Greg Patterson

Residential Utility Consumer Office
2828 North Central Ave., Suite 1200
Phoenix, Arizona 85004

Joe Eichelberger

Magma Cooper Company
P.O.Box 37

Supenor, Arizona 85273

Choi Lee

Phelps Dodge Corp.

2600 N. Central Avenue
Phoenix, Arizona 85004-3014

Creden Huber

Sulphur Springs Vailey Elec. Coop.
P.O. Box 820

Willcox, Anizona 85644

Wallace Kolberg

Southwest Gas Corporation
P.O. Box 98510

Las Vegas, Nevada 89193-8510

Michael Rowley

¢/o Calpine Power Services

50 West San Fernando, Suite 550
San Jose, California 95113

- Jessica Youle

PAB300

Salt River Project

P.O. Box 52025

Phoenix, Arizona 85072-2025

Clifford Cauthen

General Manager

Graham County Electric Cooperative
P.O. Drawer B

Pima, Arizona 85543

Marv Athey

Trico Electric Cooperative

P.O. Box 35970

Tucson, Arizona 85740

Wayne Retzlaff

Navopache Electric Cooperative, Inc.
P.O. Box 308

Lakeside, Arizona 85929
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Beth Aon Bums

Citizens Utilities Company

2501 North Central Ave., Suite 1660
Phoenix, Arizona 35012

Jack Shilling

Duncan Valley Electric Cooperative
P.O. Box 440

Duncan, Arizona 85534

Barry Huddleston

Destec Energy

P.O. Box 4411

Houston, Texas 77210-4411

Terry Ross

Center for Energy and Economic Development
7853 E. Arapehoe Court, Suite 2600
Englewood, Colorado 80112

Ken Saline

K.R. Saline & Associates
P.O. Box 30279

Mesa, Arizona 85275

Douglas Mitchel!

San Diego Gas and Electric Company
P.O. Box 1831

San Diego, California 92112

Stephen McArthur

Mohave Electric Cooperative
P.O. Box 1045

Bullhead City, Arizona 86430

Karen Glennon
19037 North 44th Avenue
Glendale, Arizona 85308

Steve Kean

ENRON

P.O.Box 1188

Houston, Texas 77251-1188

Nancy Russell

Arizona Association of Industries
2025 North 3rd Street, Suite 175 -
Phoenix, Arizona 85004

Steve Montgomery
Johnson controls

2032 West 4th Stret
Tempe, Arizona 85281

George Allen

Arizona Retailers Association
137 University

Mesa, Arizona 85201

Louis A. Stahl

Streich Lang

2 North Central
Phoenix, Arizopa 85004

Sheryl Johnson

Texas-New Mexico Power Company
4100 International Plaza

Fort Worth, Texas 76109

Carl Albrecht

General Manager

Garkane Power Assocation, Inc.
P.O. Box 790

" Richfield, Utah 84701

Ajo Improvement Company
P.O. Drawer 9
Ajo, Arizona 85321
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General Manager

Columbus Electric Cooperative
P.O. Box 631

Demin, New Mexico 88031

General Manager

Dixie Escalante Electric Cooperative
CR Box 93

Beryl, Utah 84714

Charles Huggins
Arizona State AFL-CIO
110 North 5th Avenue
P.O. Box 13488
Phoenix, Arizona 85002

Phyllis Rowe

Arizona Consumer Council
6841 N. 15th Place
Phoenix, Arizona 85014

Larry McGraw

USDA-RUS

6266 Weeping Willow

Rio Rancho, New Mexico 87124

William Baker
Electrical District No. 6
P.0. Box 16450
Phoenix, Arizona 85011

Wallace Tillman, Chief Counsel

National Rural Electric Cooperative Assoc.

4301 Wilson Blvd.
Arlington, Virginia 22203-1860

Dick Shipley

Continental Divide electric Coop.
P.O. Box 1087

Grants, New Mexico 87020

General Manager

Morenci Water and Electric Co.
P.0. Box 68

Morenci, Arizona 85540

Ellen Corkhill

AARP

5606 N. 17th Street
Phoenix, Arizopa 85016

Andrew Gregorich
BHP Copper

P.O. Box M

San Manuel, Arizona

Jim Driscoll

Arizona Citizen Action
2430 S. Mill, Suite 237
Tempe, Arizona 85282

John Jay List, Generat Counsel
National Rural Utilities
Cooperative Finance Corporation
2201 Cooperative Way

Herndon, Virginia 21071

David C. Keonedy

Law Offices of David C. Kennedy
100 W. Clarendon Ave., Suite 200
Phoenix, Arizona 85012




W N

o e 3 o W

10

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

Norman J. Furuta

Department of the Navy

900 Commodore Drive, Building 107
P.0. Box 272 (Attn. Code 90C)

San Bruno, California 94066

Barbara S. Bush

Coalition for Responsible Energy Education
315 W. Riviera Drive

Tempe, Arizona 85282

Rick Lavis

Atizona Cotton Growers Association
4139 E. Broadway Road

Phoenix, Arizona 85040

Robert Julian

PPG

1500 Merrell Lane
Belgrade, Montana 59714

Michael M. Grant

Johnston, Maynard, Grant & Parker, P.L.C.
3200 N. Central Avenue, Suite 2300
Phoenix, Arizona 85012

. Y

Sandra Waters
Legal Secretary

Thomas C. Homme

Michael S. Dulberg

Hormne, Kaplan & Bistrow

40 N. Central Ave., Suite 2800
Phoenix, Arizona 85004

Sam Defrawi, Dept. of the Navy
Naval Facilities Engineering
Navy Rate Intervention

901 M. Street SE, Bldg 212
Washington, DC 20374

Steve Brittle

Don’t Waste Arizona, Inc.
6205 S. 12th Stret
Phoenix, Arizona 85040

James Tarpey

Enron Capital & Trade Resources
One¢ Tabor Center

1200 17th Street, Suite 2750
Denver, Colorado 80202

Thomas L. Mumaw
Steven M. Wheeler
Snell & Wilmer, L.L.P.
400 E. Van Buren

Phoenix, Arizona 85004-0001
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1 EXHIBIT A
2 BEFORE THE ARIZONA CORPORATION COMMISSION
3 || CARL J. KUNASEK
4 Chai
JIM IRVIN
5 Commissioner
6 RENZ D. JENNINGS
Commissioner
7
8 ||™N THE MATTER OF THE COMPETITIONIN ) DOCKET NO. U-0000-94-165
o THE PROVISION OF ELECTRIC SERVICES )
THROUGHOUT THE STATE OF ARIZONA. ) DECISION NO.
10 )
1 ) ORDER
12 .
Open Meeting
13 |l January __ , 1997
Phoenix, Arizona
14
15 ||BY THE COMMISSION:
16 FINDINGS OF FACT
17 1 On December 26, 1996, the Arizona Corporation Cornmission (“Commission”™) issued
18 {| Decision No. 59943 (“Decision™) which adopted Proposed Rules on electric Competition (R14-2-16-
19 || 1 through R14-2-1616 (“Rules™)
20 2. On December 26, 1996, pursuant to the Decision, the Rules were forwarded to the
21 || Secretary of State and became effective.
2 3. On January 10, 1997, Tucson Electric Power Company (“TEP”), an Arizona
23 corporation and an “Affected Utility” under the Rules, filed a2 Motion for Reconsideration and
24 Request for Stay which incorporated an accompanying Memorandum of Points and Authorities
25 || (“Motion™).
26 4, The Motion requested the Commission to reconsider the Decision and stay the
27 || enforcement of the Rules pending the amendment of the Rules (consistent with TEP’s comments as
28 |iset forth in Exhibit B to the Motion) or the repeal of the Rules by the Commuission or the Courts.
29
30
1
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5. The Motion indicated that at least the following areas of concem were not adequately
addressed by the Rules, including procedural and substantive defects contained in the Rules under
the Administrative Procedures Act (“APA”™):

System Reliability;

Economic Impact to the State;
Stranded Cost;

Level Playing; and

Legal Issues.

6. Given the Commission’s mtention of amending the Rules to address the issues raised
by TEP, as well as to avoid the potentially unnecessary and costly appeal of the Rules, TEP’s Motion
is in the public interest and should be granted.

CONCLUSION OF LAW
1. The Commission has jurisdiction and authority over the Rules pursuant to the Arizona
Constitution, Article XV and the Arizona Revised Statutes.

2. The Commission has jurisdiction to consider TEP’s Motion pursuant to A.R.S. § 40-
253 and A.A.C.R14-2-111.

3. The granting of the Motion is in the public interest and should be granted.

ORDER

IT IS THEREFORE ORDERED that the Commission shall hereby reconsider Decision No.
59943.

IT IS FURTHER ORDERED that the enforcement of A.A.C. R14-2-1601 through R14-2-
1616 is hereby stayed pending further order of the Commission.

IT IS FURTHER ORDERED that within 10 days from the date of this Decision, the Utilities
Division and the Hearing Division shall establish a procedural schedule to conduct workshops and
evidentiary hearing to examine the issues raised in TEP’s Motion.

IT IS FURTHER ORDERED that following the workshops and evidentiary hearings, the
Utilities Division shall initiate the process pursuant to the Administrative Procedures Act to amend
(or if necessary repeal the Rules and adopt new rules) consistent with the findings of the evidentiary

hearings.
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1 IT IS FURTHER ORDERED that this Decision shall become effective immediately.
2 BY ORDER OF THE ARIZONA CORPORATION COMMISSION
3
4
5
6 || CHAIRMAN COMMISSIONER COMMISSIONER
7
3 IN WITNESS WHEREOF, I, JAMES MATTHEWS,
Executive Secretary of the Arizona Corporation
9 Commission, have hereunto, set my hand and caused
10 the official seal of this Commission to be affixed at the
Capitol, in the City of Phoenix, this __ day of
n 1997,
12
13
14
JAMES MATTHEWS
15 Executive Secretary
16
17
18 || DISSENT
19
20
21
22
23
24
25
26
27
28
29
30
3




¥ B O - AT V. T L VS B o

[\)Nb—d)—lv—io—owl—tl—av—‘hﬂ-—-
w2 2R RUPYIREEEEI R~

EXHIBIT B

BEFORE THE ARIZONA CORPORATION COMMISSION

CARL J. KUNASEK.
Chairman

JIM [RVIN
Commissioner

RENZ D. JENNINGS
Commissioner

IN THE MATTER OF THE COMPETITION IN ) DOCKET NO. U-0000-94-165

THE PROVISION OF ELECTRIC SERVICES )

THROUGHOUT THE STATE OF ARIZONA. ) TUCSON ELECTRIC POWER COMPANY’S
) MOTION FOR RECONSIDERATION AND

) REQUEST FOR STAY

MEMORANDUM OF POINTS AND AUTHORITIES
On Behalf of
TUCSON ELECTRIC POWER COMPANY

January 10, 1997
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L INTRODUCTION
A.  Introduction
While TEP believes that initially rules are necessary to make competition a reality in

[\ B

a0 W

Arizona, the Commission has not taken sufficient time to develop ‘these Rules and to determine their
potential impact to the State, Arizona utilities, consumers and shareholders. Rather than merely
criticize the Commission’s efforts or the Rules, TEP has submitied comments that explain its
position and proposed an altemative for the adoption of rules. Unfortunately, TEP’s comments were
ignored by the Commission and the Rules remain seriously flawed. TEP’s Motion for

WO ) o W

Reconsideration is another non-judicial attempt to request the Commission to implement Rules that
10 || will fairly and legally usher retail electric competition into Arizona.

11 B. Procedural History

12 On May 20, 1994, the Commission Staff opened Docket No. U-000-94-1635, In the Matter of
13 || the Competition in the Provision of Electric Services Throughout the State of Arizona (“Docket™), in
14 || order to study and consider electric industry restructuring for the State of Arizona. Since that time,
15 || TEP has been an active participant in that Docket. Following the introductory workshop that was
16 {|held on September 7, 1994, a scries of working group and task force meetings were held to identify
17 || the major restructuring options, implementation of the options and advantages and disadvantages of
18 || the options to the various interests represented. Task force meetings included a Legal Task Force
19 |j which was established to identify the legal issues the Commission would be required to address prior
20 || to implementation of electric industry restructuring in the State. Those issues were summarized in
21 || the Report of the Working Group on Retail Electric Competition, dated October 5, 1995.

22 On February 22, 1996, Staff issued a Reguest for Comments on Eleciric Industry
23 || Restructuring which asked the participants to respond to 19 broad questions regarding electric
24 ||industry restructuring. On June 28, 1996, more than 30 parties filed hundreds of pages of comments.
25 {| Approximately three weeks later, Staff filed a summary of those comments and scheduled a one-day
26 ||workshop to be held on August 12, 1996 to consider elements of two composite rules.
27 || Approximately 130 people attended that workshop where issues that easily required days of
28 disénssion were given (in some cases) minutes of artention. One week later, Staff issued a report
29 || summarizing the workshop and on August 28, 1996, issued the draft of definitive rules, providing
30 |interested parties only 10 business days to comment. Comments to the draft rule were submitted on

1
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September 12, 1996 and Staff conducted a one day workshop on September 18, 1996 to discuss the
comments. Less than two weeks later, Staff submitted the Rules to the Commission. The
Commission authorized that a Notice of Proposed Rulemaking be forwarded to the Secretary of State
on October 9, 1996. By Procedural Order dated October 11, 1996, the Commission requesred that
comments on the Rules be filed by November 8, 1996 and that any rebuttal comments be filed by
November 27, 1996, despite the fact that the record in this matter was open until
December 4, 1996. TEP submitted written comments (including an altemative proposal) on
November 8 and December 4, 1996. On December 13, 1996, Staff (as opposed to the Hearing
Division), the very party that proposed the Rules, issued a Proposed Order to adopt the Rules. TEP
filed its Exception to the Proposed Order on December 19, 1996. The Commission adopted the
Rules at a2 Special Open Meeting held on December 23, 1996 (with the inclusion of substantive
amendments) and the Decision was issued on December 26, 1996. The Rules became effective upon
filing with the Secretary of State en December 26, 1996.

in the Rules, TEP in its comments, proposed that the Commission, rather than formally adopting the
Rules, issue a Statement of Policy (“Policy”) that would contain all of the substantive provisions of
the Rules including the various time frames and deadlines stated therein. The Policy could require
that all workshops and inquiries be held in the first half of 1997 with definitive rules proposed in the
third quarter of 1997 for adoption before the end of that year. Tariffs could be filed by the end of the
first quarter of 1998 and competition could commence in 1999 as currently contemplated.

TEP indicated its belief that this process was a more reasonable and comprehensive approach
than implementing the Rules (when all who are affected thereby realized that it will have t0 be
changed later). It had the features of: (i) pufting the utilities and public on notice that the
Commission will implement competition; (ii) permitting Staff and the interested parties to atterpt
resolutions of major issues of concemn; (iii) maintaining the original deadlines established by the
Commission in the Rules; and (iv) avoiding the delay in implememtation of the Rules occasioned by
litigation over their terms and the manner in which they were adopted. In essence TEP requested
that the Commission reject the Rules on December 23, 1996, issue the Policy and begin workshops
as soon as practicable. This proposal was rejected by the Commission.

2
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D.  The FERC Proceeding

The federal proceeding to facilitate competitive wholesale electric power markets was
formally begun with the issuance on June 29, 1994, of the Federal Energy Regulatory Commission’s
(“FERC”) Notice of Proposed Rulemaking, in Docket No. RM94-7-000, Recovery of Stranded Cost
by Public Utilities and Transmitting Utilities (“Stranded Cost NOPR”). Many parties including the
Commission filed comments in the Stranded Cost NOPR proceeding pursuant to FERC Regulations.
While the Stranded Cost NOPR raised issues related to the recovery of utility costs that would be
“stranded” as a result of a shift to 2 more competitive wholesale power market, that proceeding did
not address, per se, open access principles. On March 29, 1995, FERC issued its Notice of Proposed
Rulemaking and Supplemental Notice of Proposed Rulemaking, in Docket Nos. RM95-8-000 and
RM94-7-001, Promoting Wholesale Comperition Through Open Access Non-discriminatory
Transmission Services by Public Utilities; and Recovery of Stranded Cost by Public Utilities and
Transmitting Utilities (“Open Access NOPR™), IV FERC STATS. & REGS. Paragraph 32,514
(1995). FERC’s Open Access NOPR proposed to apply the proposed access principles to public
utilities thar own and/or control facilitics used for the transmission of electric energy in interstate
commerce. FERC consolidated the issues raised in the Stranded Cost NOPR into the Open Access
NOPR. The two proceedings have continued as one since March 25, 1995.

Pursuant to its regulations, FERC requested that all interested parties file comments on the
NOPR. on or before August 4, 1995. Over 350 parties, including the Commission, individually and
as members of joint filings, filed over 12,000 pages of initial comments in the Open Access NOPR.
Approximately 150 parties filed nearly 4,000 pages of reply comments. During several days of
technical conferences held in October 1995, representatives of all aspects of the electric industry
presented views on the Open Access NOPR to FERC. FERC issued its Final Rules in Docket Nos.
RM95-8-000 and RM94-7-001 (“Order 888”) on April 24, 1996, more than one year after the
issuance of its Open Access NOPR. Requests for rehearing of Order 888 were filed on or before
FERC’s deadline of May 24, 1996 and remain pending.

Even given this intensive schedule and allotted time, FERC was forced to delay the
implementation of Order 889, the Open Access Same-Time Information System (“OASIS™). The
OASIS is the computer system behind the concept of equal access to transmission information. The
technical requirements proved to be greater than originally anticipated and utilities could not install
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1 |[and train employees in time for the original implementation requirement. The original date for

2 (| OASIS implementation was November 1, 1996, but FERC moved this date to January 3, 1997 to

3 |} give utilities more time to work out the technical requirements and to hire and train staff.

4 E. The California Proceeding

5 In Apnl 1992, the California Public Utilites Commission (“CPUC”) initiated a

6 |} comprehensive review of current and future trends in the electric industry. This process produced a

7 |{rulemaking proceeding (R.94-04-031) concerning restructuring of California's electric services

8 |[industry and reforming regulation, which was issued on April 20, 1994 (“RNemaking”j. The

9 || Rulemaking was issued for extensive public comment and solicited comprehensive alternatives to
10 || the vision described in that document.
11 Since April, 1992, the CPUC has conducted public hearings throughout California. A week
12 |jof evidentiary hearings on uneconomic assets has been copducted. Other regulatory bodies in
13 || westem North America, federal agencies and legislators have been consulted about cooperative
14 || solutions to jurisdictional issues. A working group provided a report on sustainability of public
15 |{puwrpose programs and numcrous parties filed briefs on legal issues. On May 24, 1995, the
16 |{ Commission issued majority and minority policy preference statements.
17 On December 20, 1995, the Commission approved its proposed policy decision and in its
18 || press release, the CPUC states, “Because restructuring of California’s electric services industry has
19 || widespread impact and the market structure requires the participation and oversight of the FERC, the
20 |{ CPUC will work over the next 100 days (emphasis added) to build a California Consensus involving
21 || the Legislature, the Governor, public and municipal utilities and customers. This Consensus would
22 || then be placed before the FERC so that in a spirit of ‘cooperative federahsm’ the CPUC and FERC
23 || could together implement the new market structure by January 1, 1998.” Since December, 1995 the
24 [ICPUC established seven working groups: Direct Access, Energy Efficiency and Demand-Side
25 || Management, Low-Income, Ratesetting, Remewable Energy, Research, Demonsration and
26 || Development and Western Power Exchange. The groups have been meeting at least once 2 month
27 || since the beginning of 1996 to resolve specific issues relating to the 1998 implementation deadline
28 |{and each group reports meeting results and issues on the Intemnet.
29 Just recently the California Legislature passed, and Governor Wilson, signed H.B. 1890, a
30 ||1andmark restructuring bill which generally endorses major policies adopted by the CPUC. This
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dictates some details of implementation, but leaves most for the CPUC to determine at a future date.
One major aspect left unresolved is how to accomplish direct access competition for customers,
which is the subject for the Direct Access Working Group mentioned above. An important
difference from the CPUC order, however, is that the legislation establishes a mechanism in which
bonds will be used to pay off at least a portion of utilities’ stranded assets so that residential and

commercial ratepayers will receive a 10 percent rate cut by 1998 and work toward the goal of an

additional 10 percent cut in 2002. The California legislation also provides for renewables and
certain other social-policy programs during a four-year transition to a competitive marketplace
through a non-bypassable charge of $540 million imposed on customers of investor-owned utilites
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10 |) and a proportionate non-bypassable charge imposed on customers of muncipalty-owned utilities.

11 F.  Conclusions

12 The total time between the initial 1992 review in California and final implementation of its
13 |[rules is five years and cight months. Although TEP is not suggesting the Commission duplicate the
14 || California process, it illustrates the need for an appropriate time commitment for interested parties to
15 || work out details and legislative coordination to address these important issues. In stark contrast to
16 ||the California processes, the Arizona procecdings did not give interested parties time to debats
17 |}important topics or allow complex issues to be resolved. Further, there was no attempt to build a
18 |{consensus. Instead, the Rules take a “we’ll figure this out later” approach 1w the major issues
19 || without regard to the inevitable implications. TEP believes that it is important to allow time to fully
20 [{develop a plan that will work in Arizona and to avoid implementing an ambiguous, less than
21 ||adequate plan that will only cause delays because important issues were left for later.

22 Given the fact that as of June 28, 1996, the process in Arizona was at a point where
23 || participants were still providing comments on broad topics and issues and were given four months to
24 |{do this, it is not fair or appropriate that less than six months later and with approximately 14 pages of
25 ||text, that the Commission was at a point that it was ready to adopt definitive Rules. These Rules will
26 |{dramatically affect 2 multi-billion dollar industry and change a relationship between utilities,
27 |{shareholders, regulators and customers that has existed for more than 80 years. Further, because of
28 {|this pressure to finalize the Rules on an expedited basis, there are serious structural, legal, financial
29 {{and operationa! problems that have not as yet been addressed by Staff (see discussion below.)
30 || Although TEP strongly supports competition, the Company believes that it is essential that the
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Commission ultimately adopt Rules thet provide more answers than questions and is consistent and
equitable in their application. Consequently, TEP believes that the granting of the requested relief
set forth in its Motion for Reconsideration and Request for Stay is appropriate and in the public

interest.
II. STRANDED COST
A.  Introduction

Stranded Cost represents the most significant issue facing TEP, the Commission and the
other parties to this Electric Industry Restructuring Docket. The transition from a regulatory model
based on one vertically-integrated utility providing full electric service under a single bundled rate in
a specific geographic area, to a direct access market in which customers can readily choose any
energy supplier will undoubtedly require recognition of significant transition costs. Consistent with
the assurances and obligations that have existed under the traditional Regulatory Compact, 2
mechanism must be created before the industry transition begins, such that a reasonable opportunity
is provided for the full recovery of Stranded Cost prior to completion of the evolution to retail
competition. In order to achieve a smooth and efficient transition to a competitive electric
marketplace, the Commission must establish a framework which ensures the full recovery of
Stranded Cost and provides price stability for consumers. The only effective method of achieving
this transition is for the Commission to find that all prudent, verifiable and legitimate Stranded Cost

1is recoverable, to develop a general set of guidelines to define Stranded Cost and appropriate

recovery mechanism and to authorize recovery of Stranded Cost from all customers that stand to
benefit from a competitive electric. industry.

Following is a discussion of: (i) the traditional Regulatory Compact and why recovery of
Stranded Cost is an essential element of that compact; (if) a recommended methodology for
quantifying and recovering Stranded Cost; (iii) identification of the key accounting and financial
implications associated with Stranded Cost; and (iv) other relevant information that should be
considered by the Commission in addressing this most important issue. Following that discussion
are TEP’s specific comments with respect to R14-2-1607 of the Rules, “Recovery of Stranded Cost
of Affected Utilities.”
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B. Background

The traditional Regulatory Compact between public utilities, the customers they serve and
the state is unquestionably clear. It is an agreement, sanctioned by the siate, granting the exclusive
right to serve the public interest in a specific geographic area. In return, utilities assumed two
obligations mot impesed on other competitive entities: (i) the obligation to serve; and (ii) the
regulation of prices and carnings. The obligation to serve carries an obligation to invest in and
maintain the plant, or enter into contracts to assure sufficient supply to meet all customer demands
for utility service. Virtually every major investment decision utilities have made to date has been in
recognition of, and reliance upon, this Regulatory Compact.

Under the Regulatory Compact, utilities were provided some assurance as to the limits of
their business risk, which correspondingly resulted in limited rates of return implicit in the prices
they were allowed to charge for service provided. Utility investments in assets and obligations were
incurred in good faith and in expectation that a reasonable opportunity would be provided to achieve
the designated remrns. With the emergence of competition, some of the embedded costs
traditionaily recovered through regulated rates will be totally or partially unrecoverable. The
difference between expected future revenues under regulation and the expected revenues that would
likely occur under total or partial competition constitute “Stranded Cost.” Stranded Cost may take a
variety of forms, including: (i) assets owned, leased or purchased by contract; (ii) services, materials
and supplies owned or comtracted; (jii) unrecorded liabilities (i.e., fuel and purchased power
contracts); (iv) operating and capital costs; (v) regulatory assets (costs for which recovery has been
deferred for ratemaking purposes over longer periods than would be found in a competitive market);
and (vi) amounts not yet recovered in the regulatory pmcess (i.e., accrued post-employment
healthcare costs).

Similar electric industry restructuring proceedings around the nation have already spent
considerable time and effort addressing the jssue of Stranded Cost and have determined that full
recovery thereof is an essential requirement for an efficient, cquitable transition to competition. In
its Order 888 promoting wholesale competition through open access transmission service, the FERC
clearly recognized that full recovery of stranded wholesale costs is not only a legal obligation of
regulators, but also is necessary to achieve an efficient transition to competition. Other states
considering retail competition have also recognized the potential for Stranded Cost and the need for
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their full recovery. Utility investors are entitled to a reasonable opportunity to recover the capital
they provided in good faith. Clearly, the rates of return granted under the traditional regulatory
paradigm never contemplated this significantly increased business risk.

C.  Definition of Stranded Cost

A key consideration in addressing the issue of Stranded Cost is just how it is defined.
Stranded Cost should not be viewed simply in terms of categories of costs, but rather as revenue
requirements that a utility has lost the opportunity to collect as a result of existing customers
obtaining power from alternative sources. In connection therewith, TEP believes the following to be
an appropriate definition of Stranded Cost:

An aggregation of costs (the pmdepce of which has already been established) incurred

for, or in anticipation of, the provision of service under a regulatory framework, that

are likely unrecoverable in a competitive market for power with prices based on

matginal cost.

The above definition is similar to that appearing in R14-2-1601, No. 8 of the Commission’s Rules;
however, several key distinctions are noteworthy.

First, the Commission’s definition refers to “the value of all the prudent jurisdictional assets
and obligations. . .” It is unclear whether such definition would result in a reconsideration of the
prudence of past investment decisions. TEP stongly believes that the consideration of Stranded
Cost should not include ex-post prudence reviews of costs that are already being recovered in the
utilities’ rates. The fact that recovery is already being allowed is sufficient assurance of prudence.
TEP has already been required by the Commission to write off $564 million, including $428 million
of the cost of its Springerville and Irvington generating facilities. The utilities should not have to
revisit prudence issues, simply because some costs now recovered in rates would, in the future, be
included in a Stranded Cost charge.

A second concern of TEP with respect to the Commission’s proposed definition of Stranded
Cost is that it tends to focus on the difference in values of assets and obligations under waditional
regulation as compared with their values after the introduction of competition. It is unclear what
specific assets and obligations are included and whether the definition is limited to balance sheet
accounts. Stranded Cost is not limited to generation assets. Utilities have considerable investments
in regulatory assets that may become strandable under competition. In addition, generation-related
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operating expenses (i.e., fuel expenses, including mine reclamation costs) may also be considered as
a Strandable Cost. Moreover, some Strandable Costs are not presently reflected in the Company’s
financial statements, such as the $81 million relating to the Springerville excess capacity deferrals
and $19 million for employees’ post-employment heaithcare relating to services already provided.
Equally unclear in the definition is the basis by which “market value™ will be established.

One possible method to calculate Stranded Cost is the difference between future revenues
under regulation and competition scenarios, rather than differences in market values of utility assets.
This eliminates the need for an asset-by-asset determination, and more correctly recognizes that
utilities have made mulﬁple investment decisions under the Regulatory Compact with the
expectation of revenue streams from customers to cover the costs of such investments. Moreover, in
a direct access power supply market, TEP will continue to serve customers using a portfolio of
resources; accordingly, Stranded Cost should be considered on a portfolio basis.

D.  Quantifying Stranded Cost

Any method of attempting to quantify Stranded Cost is necessarily speculative and highly
uncertain because it requires identification of all relevant resources (both recorded and unrecorded)
and offsets, customer demand and predictions of the market clearing price for power over long
periods of time. As an example, factors affecting the market clearing price for power (clearly the
most critical variable in quantifying Stranded Cost) include: customer demand, market structure,
generation and transmission capacity availability, generation fuel mix and costs, intercst rates and
inflation, developments in technology and new laws and regulations.

A. method that would accomplish this quantification would be to quantify stranded assets as
the net present value of future annual differences in revenues under a continuation of regulation,
versus the amounts likely to be realized after the introduction of competition, using an appropriate
discount rate. In general, the resulting amount reflects the difference between the utility’s embedded
generations costs and the market’s marginal costs for supplying power, plus the generation-related
portion of the utility’s regulatory assets, both recorded and unrecorded. Such method effectively
recognizes both above-market and below-market assets.

A specific time period over which Stranded Cost should be computed by every utility cannot,
and should not, be ordered. Companies bave different assets with different investment and cost
recovery horizons. A significant portion of the investments implicit in Stranded Cost is very long-
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term. Generating assets, for example, have life expectancics in excess of thirty years. Any attempt
to arbitrarily set a Stranded Cost calculation time period for all assets together is inappropriate and
will likely lead to significant under recovery. Costs were specifically incurred to serve customers
over an extended period of time with a reasonable expectation of a fair opportunity for full recovery.

Proper quantification of Stranded Cost should reflect the remaining life expectancy of the underlying
assets and deferred costs.

E.  Strapded Cost Recovery Mechanism

In developing an appropriate Stranded Cost mechanism, TEP recommends that the
Commission consider the following objectives:

1) The mechanism should promote economic efficiency and the evolution of
competition.

2) Any Stranded Cost recovery mechanism must be fair to stockholders and
equitable toward all for whom the underlying costs were intended to benefit,
including those that leave the system.

3) Stranded Cost should be recovered in its entirety within a reasonably short time
period.

4) The recovery burden should not significantly expand the existing administrative
burdens of the Commission or affected utilities.

5) The mechanism should be sufficiently flexible to incorporate changes in
assumptions or unanticipated events in the process of tansitioning to retail
competition.

6) The relevant charge should be simple and understandable to customers and not
impede their choice of power supply or other competitive services.

A variety of Stranded Cost recovery mechanisms are available, including entry fees imposed
on competing sellers, exit fees on departing customers and access charges on all end users based on
energy consumption. TEP believes that the most efficient and effective means of recovering
Stranded Cost is through a non-bypassable “wires charge” paid by every customer interconnected to
the TEP distribution system, whether power is supplied by this Company or an alternative supplier.
The intent is to spread the costs of transition over a broad base of customers that have access to the
benefits of a more competitive environment. Such a charge would appear as an explicitly detailed
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separate line item on customer bills. However, it should be easy to administer and easy for

customers to understand. This approach is consistent with the manner in which retail electric
customers are aggregated in the Company’s system-wide planning process. Moreover, this approach
not only recognizes the societal benefits to be achieved from the transition to 2 more competitive
electric industry, but also reflects past precedents set when similar considerations were made for
recovering Stranded Cost in the natural gas and telephone industries.

TEP believes that the imposition of a system-wide wires access charge as described above
should afford the Company a reasonable opportunity to fully recover its Stranded Cost. The
possibility does exist, however, that some customers may attempt to avoid the charges by leaving the
system or through self-generation. For any customers opting to self-generate, it is likely they will
purchase back-up service from their host wility. They could be allocated a share of Stranded Cost as
a component of the standby service charge. Finally, new consumers connecting to TEP’s
distribution system should pick up their fair share of transition costs in the same manner as if they
had been served all along. Otherwise there may be too great‘ an incentive for customers to seck
bypass by appearing as if they are “new” customers.

The starting point for developing a Stranded Cost charge is the present value of Stranded
Cost at the beginning of the transition period, computed in the manner previously described. Such
amounts should then be amortized as an annuity based on the same discount rate over that period to
arrive at an annual Stranded Cost recovery requirement. TEP believes that the annual requirement
should be allocated to customer groups in the manner in which the related costs underlying current
rates have been allocated, and then collected from customers in the form of an energy charge based
upon their actual usage or a fixed monthly customer charge. The Commission should not revisit the
cost allocation methodologies currently used to assign costs to the different customer rate classes,
but such factors should be periodically revisited to identify changes in customer usage characteristics
and to ensure that there is no cross-subsidization between customer classes. In addition, the
customer charges could be periodically revised to reflect changes in sales forecasts and estimates of
the market clearing price for power.

F. Accounting and Financial Implications
In establishing rules for quantifying and recovering Stranded Cost, the Comruission needs to

consider the potential consequences of ignoring the rights and obligations of all parties implicit in
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1 ||current rates established under the Regulatory Compact. Less than full recovery of Stranded Cost
2 || will likely have significant accounting and financial implications.
3 As a rate regulated entity, TEP prepares its public financial statements according to
4 || Statement of Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types of
5 || Regulation (“SFAS No. 717). The underlying premise of SFAS No. 71 is that regulated enterprises
6 {|should account for the economic effects that result from the cause-and-effect relationship of costs
7 i|and revenues m the rate-regulated environment. SFAS No. 71 defines what constitutes a regulated
8 |{entity and contains standards of accounting for the effects of regulation. One such standard
9 ||addresses the method by which a regulator can create an asset by deferring for future recovery, a
10 || current cost that would otherwise be charged to expense. For that to oceur, both of the following
11 ||criteria must be met: |
12 x
13 1) It is probable that future revenue in an amount at least equal to the capital cost
14 will result from inclusion of that cost in rates.
15 2) Based on available evidence, the futire revenue will be provided to permit
16 recovery of the previously incurred cost rather than to provide for expected levels
of similar future costs.
17
18 As long as the above criteria are met, assets may continue to be reflected in a utility’s books
19 || and financial statements. As soon as ¢ither of the above is not met, the corresponding asset must be
20 |l written off. To illustrate the extent to which regulatory assets impact the financial reporting by a

21 || public utility, as of June 30, 1996, TEP's balance sheet included nearly $257 million in deferred
22 || regulatory assets.

23 As competition bas surfaced in the utility industry, the ability of regulators to create assets by
24 || deferring costs to the future has become increasingly suspect. Accordingly, additional accounting
25 | standards have been issued by the FASB to address emerging concerns over accounting by regulated
26 ||entities.  These standards include SFAS No. 90, Regulated Enterprises-Accounting jor
27 || Abandonments and Disallowances of Plant Costs; SFAS No. 92, Regulated Enterprises-Accounting
28 ||for Phase-In Plans, SFAS No. 101, dccounting for Discontinuation of Application of SFAS No. 71,

29 |land SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
30 |{7o be Disposed Of Both SFAS Nos. 90 and 92 contain criteria for permitting certain plant-related
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1 ||costs to be deferred for future rate recovery. Costs not meeting such criteria may not be deferred and
2 |{must be written off. SFAS No. 121 amends SFAS No. 71 to clarify that existing regulatory assets
3 |l should be written off if they are no longer considered probable of recovery.
4 The following illustrates how these new Standards have affected TEP. Although the
5 {]Company was granted authority by the Commission in previous rate cases to defer for future rate
6 ||recovery certain excess capacity costs associated with Springerville Unit No. 2 (the upamortized
7 | balance of which totaled $81 million as of September 30, 1996), such deferrals failed to meet the
8 ||criteria set forth in SFAS No. 92; therefore, they have been charged in their entirety to expense for
9 ||financial reporting purposes. No corresponding regulatory asset is reflected on the Corhpany‘s

10 |} balance sheet.

1 Utilities following SFAS No. 71 must continually assess whether they remain regulated |

12 |l entities under definition criteria contained in the Standard. SFAS No. 101 includes the following

13 || examples of situations that may warrant discontinuation of SFAS No. 71:

14 1) Deregulation.

15 2) A change in the regulator’s approach to setting rates from cost-based ratemaking

16 to another form.

17 3) Increasing competition that limits the enterprise’s ability to sell utility services or

18 products at rates that will recover costs.

19 4) Regulatory actions resulting from resistance to rate increases that limit the

20 enterprise’s ability to sell services or products at rates that will recover costs if

21 the enterprise is unable to obtain relief from prior regulatory actions through

appeals or the courts.

22

23 The thrust of SFAS No. 101 is that, when an enterprise ceases to meet the criteria of SFAS

24 || No. 71, either in part (i.e. an operating division or product line) or in total, it must discontinue its

25 {|application and eliminate the assets on its books that were created by regulators. For TEP, the

26 || adoption of SFAS No. 101 would result in a net charge against retained eamings totaling some $139

27 || million, based on the balances of regulatory assets and liabilities as of September 30, 1996.

28 To the extent that Stranded Cost is rot adequately addressed in this Electric Industry

26 || Restructuring Docket, write-offs beyond those required under SFAS No. 101 may be necessary.

30 || Pursuant to SFAS No. 121, a utility subject thereto would also have to determine whether or not iis
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remaining plant assets would be recoverable through expected future market prices. If market
pricing is not expected to be fully compensatory, additional write-downs of the relevant assets to
reflect the expected revenue levels will also be required.

The impact on utilities of large financial losses end substantially increased business risks
would likely be swift and severe. Public utilities financed most of their property, plant and

equipment through the issuance of common stock and long-term debt securities. Many utilities also
entered into lease agreements that provided a long-term source of financing for generation and other
utility assets. Since long-term debt and lease obligations represent contractual commitments, such
obligations do not disappear even if the assets that they financed become economically impaired.
The impairment of assets due to a reduction of future expected cash flows, without either (i) a
commensurate reduction in the company’s debt and lease obligations; or (i) a corresponding
increase in cash flows from other sources (ie, the Stranded Cost recovery mechanism), would
severely diminish that company’s ability to meet its future cash obligations. Moreover, in certain
circumstances, such obligations may include provisions whereby they become accelerated and are
due and payable immediately. Such a dilution of financial expectations, combined with the
significantly increased business risk, would undoubtedly have an adverse effect on the cost and
availability of capital 1o the company, leaving future financial viability in serious doubt.

All electric utilities will experience the effects of increased business risk and potential for
severe financial adversity with the introduction of competition in the generation segment of the
industry. However, the consequences to TEP relative to other investor-owned utilitics may be
significantly greater. Virtually all of the financial progress the Company has been able to achieve
during the last five years could evaporate. Although TEP has succeeded in building its equity capital
by $189 million since December 31, 1993, the Company’s balance of equity capital was only $126
million as of September 30, 1996.

The Company’s senior debt securities are presently rated below investment grade at B+/BB-
by the major credit rating agencies. These credit ratings serve to limit the market for the Company’s
Jong-term debt securities to the high yield market. Low credit ratings also serve 1o increase the cost
of credit enhancements, such as letters of credit, which are necessary to ensure the continued
marketability of the Company’s variable rate debt securities. With limited prospects for the
resumption of common dividends, the Company’s ability to raise additional equity capital is also
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severely constrained. Under these circumstances, the Company is already faced with the challenging
task of meeting scheduled debt maturities and refinancing other obligations as required or as
warranted by market conditions.

During the period 1999-2003, approximately $250 million of the Company’s long-term debt
obligations will mature. Letters of credit supporting $805 million of the Company’s long-term

variable rate tax-exempt debt obligations are also scheduled to expire during the period 1999-2002.
In the event that expiring letters of credit are not replaced or extended, the corresponding variable
rate tax-exempt debt obligations would be subject to mandatory redemption. Losing this tax-exempt
financing would likely increase the capital costs of TEP by approximately $15 million, or about 20
percent, annually, In addition, the Company is also obligated to refinance the debt obligations
underlying the Springerville common facilities lease before the year 2000 and will have an
opportunity to refinance the high coupon (14.50 percent) debt obligations underlying the
Springerville coal handling facilities lease in the year 2002. As a result of such refinancings, the
rental payments under each of these leases will be adjusted to reflect any change in interest
payments.

Another likely adverse consequence of less than full Stranded Cost recovery affecting
utilities® ability to raise capital is the potential reduction in the available bondable property. Utilities
issuing mortgage bonds pledge their investments in utility plant assets as the. underlying collateral.
Typically, mortgage indentures include a plant-to-bonds ratio in excess of one. That means, for
every $1 in bonds, something in excess of $1 in plant assets is required as security. For TEP, the
ratio is approximately 1.6 - 1. TEP’s ability to issuc additional bonds is directly affected by the
available unbonded utility property. To the extent that Stranded Cost is not fully recoverable and as
a result, TEP is forced to write-off a portion of the cost of its plant assets, the Company would be
faced with a reduction of bonding capability.

In developing rules for the wansition to retail competition, particularly with respect to the
issue of Stranded Cost quantification and recovery, the Commission needs to be cognizant of the
accounting requirements of the FASB and the potential financial consequences to TEP, as well as the
other utilities in the state, if the recovery mechanism is inadequate, or the accounting rules to be
promulgated by the Commission otherwise result in large financial write-offs. In TEP’s case, less
than adeguate recovery of Stranded Cost would likely reverse the substantial progress achieved by
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TEP since s financial restrucniring and would reduce the Company’s ability to refinance mauring
debt and expiring letters of credit.

G.  Otherlssues

Another concern that should be addressed by the Commission in considering Stranded Cost

recovery is the potential effect that less than full recovery could have on state and local tax revenucs.
Utlities are among the most heavily taxed industries in any state. The various taxes include sales
taxes, gross receipts taxes, franchise taxes, revenue taxes, property taxes and income taxes. All such
taxes are driven by either the value of the utilities’ assets or revenues. To the extent that significant
Stranded Cost is written off as unrecoverable, there will undoubtedly be a reduction of the property
tax base. As utility service rates are lowered due to the effects of competition and reductions in rate
base, there will be a corresponding reduction in tax collections. As an example, PECO, a major
supplier of electricity in Pennsylvania, has informed regulators in commection with that state’s
inquiry into the introduction of retail competition that the potential impact of unrecoverable Stranded
Cost on tax revenues may be as high as $500 million annuaily. If the introduction of retail
competition causes tax receipts from utilities to decrease, the state, counties and municipalities will
have to develop alternative revenue collection strategics in a relatively short time period This |-
situation may include increases in tax rates. TEP has not had adequate time to consider the
magnitude of the potential effect of the Rules on Arizona tax revenues, but believes the exposure to |
be significant.

In addition to the likely reductions in state and local tax collections if less than full Stranded
Cost recovery is achieved, there are other tax-related matters that must be addressed in this
proceading. As more fully explained later herein, various providers of elecwicity in Arizona are
treated differently for tax purposes. This creates an unlevel playing field. There will also be the
issue of establishing proper nexus; that is, determining which state is entitled to various taxes when
clectricity is generated in one state and consumed in another. This issue is especially contentious in
our industry where the actual flow of electricity is not always identifiable due to laws of physics.
Many tax issues will only be resolved by legislation and/or litigation.

1. Under the Rules, utilities are expected to take steps to diminish Stranded Cost
exposure. TEP agrees that utilities should be required to demonstrate reasonable measures to
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mitigate Stranded Cost. The problem is to determine what is considered reasonable for any given
company. Those actions taken by particular companics that might constitute mitigation will depend
on their specific circumstances and relevant market conditions. Mitigation efforts should be
evaluated on a case-by-case basis.

The Rules identify expanding wholesale or retail markets as a way to mitigate Stranded
Costs. Such activity may not necessarily mitigate (at least to any significant extent) Stranded Cost.
It is generally believed that in a competitive power supply market, the clearing price will approach
Jong-run marginal costs. For companies with incremental costs close to, or above market, the
expansion of wholesale or retail sales may not have a mitigating effect.

The Rules also identify the offering of a wider scope of services for profit as another means
to mitigate Stranded Cost. It is unclear whether this suggested action is intended to include only
energy-related activities or is all-encompassing, covering any business activity the utility and/or its
affiliates may choose to enter. TEP believes that profits from activities that are unrelated to the
provision of electricity in Arizona, that do not require use of the assets that were acquired to serve
electric customers in Arizona, and that are potentiaily strandable, should not be ¢onsidered as a
source of funds to offset Stranded Cost. To the extent profits are derived from energy-related
activities and used to reduce Stranded Cost, these services should be governed by the market, not by
regulation.

Other approaches to mitigating Swanded Cost may include asset sales, renegotiating
uneconomic contracts (as TEP has already done in recemt years by renegotiating certain fuel supply
agreements), pursuing economic development projects and continually artempting to lower marginal
costs (as TEP has done through corporate re-engineering, its Voluntary Severance Plan and similar
cost-reduction cfforts). It must also be noted that mitigation efforts themnselves may lead to
additional costs that may become stranded. What constitutes appropriate mitigation for any utility
should include consideration of all relevant facts and circumstances. Although, as stated above,
asset sales may have a mitigating effect, under no circumstances should a utility be forced to sell or
otherwise divest assets to mitigate Stranded Cost.

2. The Rules state that the working group established to address Stranded Cost shall
consider a number of factors, including the time period over which Stranded Cost may be recovered.
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1 || Delays in recovery could postpone realization of the benefits of competition and cause a greater risk

2 |l of not recovering the coats to the detriment of the utilities and its remaining customers.

3 3. The Rules require utilities to file estimates of unmitigated Stranded Cost along

4 |{with certain market information. As previously noted, the single, most significant variable affecting

5 || the quantification of Stranded Cost is the market clearing price for power. TEP recommends that, as

6 ||jpart of its charge in this proceeding, the Working Group also consider just what constitutes “market

7 ||price.” The scope of this inquiry should include an appropriate definition of the market and

8 ||identification of its participants; the nature of market transactions and pricing methodology; and the

9 || dme period over which such price is to be determined.
10 4. Part ] of the Rules state that Stranded Cost may only be recoverable from customer
11 || purchases made in the competitive market. It firther states that any reduction in sales attributed to
12 ||self-generation shall not be used to calculate or recover Stranded Cost. As previously noted, TEP
13 believes that an across-the-board end user charge is the most effective, efficient and equitable way to
14 || provide a reasonable opportunity for utilities to recover Stranded Cost prior to the completion of the
15 {|transition to retail competition. With respect 1o customers that may opt to self-generate, TEP
16 ||strongly believes that they still should bear their fair share of the Stranded Cost burden. Such an
17 |lapproach is consistent with regulatory precedents established for recovering Stranded Cost in the
18 |{natural gas and telephone industries.
19 In addressing stranded pipeline costs the FERC determined that all gas transportation
20 ||customers should participate in sharing the cost burden of the transition to competition, ¢ven if the
21 [[costs were largely sales-related and certain transportation customers were never a sales customer of
22 |{the pipeline. The FERC’s rationale was that it is appropriate to charge transportation customers for
23 ||sales-related stranded investment because all of those users will benefit from the move to
24 || competition.
25 The philosophy of spreading across-the-board those cost changes to be recognized during the
26 ||transition of an industry from ome characterized by regulated monopolies to one occupied by
27 || competitive market participants can also be seen in the FCC’s ordered methodology for recovering
28 || costs applicable to the interstate portion of non-traffic sensitive plant. To address the potential for
29 || umeconomic bypass and unrecovered Stranded Cost, the FCC implemented an end user subscriber
30
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line charge. In connection therewith, every residential customer connected to the public telephone

network pays a $3.50 per month fee, regardless of whether any long distance calls are made.

The justification for recovering retail Stranded Cost from all users of the electric system is no
different from the underlying across-the-board approach used in the other industries cited above.
The costs involved were incurred under a bundled service regulatory regime and are legitimately
recoverable from all customers.

II. LEVELPLAYING FIELD ISSUES

In its previous filings with the Commmission, TEP has been a strong proponent of leveling the
playing field for energy providers consisting of existing regulated utilities, cooperatives, government
agencies and all new entrants. As the Rules are currently drafted, the core level playing field issues
have not been addressed or resolved. There are many problems that arise conceming industry
restructwring and how different corporate entities can compete fairly with each other. TEP’s
responses have been consistent in that the Company believes that these issues need w be addressed
before the Commission heads down a path from which it cannot retreat. TEP’s comments filed on
September 12, 1996, summarized these issues as the following:

Ensuring a level playing field among competitors involves several concemns,
including: (i) allowing regulated utilities to compete on equal footing with
unregulated suppliers; (ii) ensuring that regulated uiilities do not subsidize their non-
regulated business with their regulated business; and (iif) preventing certain quasi-
governmental organizations from leveraging ther advantageous positions in the
provision of competitive services. These problems are muiti-faceted and may require
both regulatory and federal and state legislative changes as well as continued
oversight.

TEP continued 1o discuss the importance of eliminating the advantages public utilities have
over investor-owned utilities. TEP believes that, if these entities are planning w participate in the
competitive market, in addition to a retail reciprocity provision, some mechanism must be developed
which requires such entities to pay a charge on all power sold in the competitive market which
approximates the value of their advantageous position. Such a surcharge should attempt to recover
the value of income taxes not paid, lower capital costs associated with a 100 percent debt (no equity)
capitalization and any preference power advantages. The funds generated from this surcharge should
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1 || be used to mitigate the Stranded Cost of existing regulated entities and to the extent such funds

2 |} exceed Stranded Cost, contributed to the funding of any mandated societal benefit charges.

3 TEP is also concerned that quasi-governmental agencies may choose to sell preference power

4 ||(owned or purchased) to third parties or affiliates who will have free access t the competitive

5 || marketplace. This provides a “back-door” mechanism for quasi-governmental entities to access the

6 || competitive markets with lower cost power that undermines the efficiencies of the marketplace. TEP

7 || believes that a mechanism similar to the surcharge mentioned above, or perhaps the same charge,

8 || must be developed prior to the opening of competitive electric supply markets.

9 TEP, as well as other parties, identified that there exist peculiarities with various utility
10 ||providers which could hinder competition. Specifically, the Rules exempt (under certain
11 ||circumstances) SRP and potentially the cooperatives because of these peculiarities. Further, it is
12 |unclear as to whether the cooperatives could compete for customers outside of their service territory
13 || while preserving the integrity of their own service territories under the exemption. To the extent that
14 |{the cooperatives take advantage of this exemption, this would leave only TEP, Arizona Public
15 || Service Company and Citizens Utilities to participate. The result of this type of market structure
16 || would only frustrate customers and energy providers because of the obvious inequities regarding
17 || customer choice and customer information.

18 Access 10 customer usage data is a significant issue related to ensuring that all competitors
19 || have equal opportunity 1o compete in the provision of non-monopoly services. If public entities are
20 || not required to comply with the reciprocity requirement or the Rules, yet are able to form marketing
21 || subsidiaries, the market structure would be distorted in their favor. |

22 In addition to the above issues, the Company believes the following two issues help solidify
23 || TEP’s comments conceming level playing field issues. These are: (i) the Rules are not strong
24 || enough concerning reciprocity; and (i) The Rules need to change A.R.S. §§ 40-203 and 281 in order
25 ||to deal with differences between existing regulated utilities and new entrants into the market.

26 The question of reciprocity is at the heart of leveling the playing field issue. To help provide
27 {lan example of this, reciprocity was a key component in the recently approved FERC Order 888.
28 || There was much debate in the final order about the reciprocity requirement for all transmitting
26 || utilities which includes investor-owned utilities, cooperatives, municipals and public power entities.
30 || FERC stated on page 370 that:
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We conclude that it is appropriate to require a reciprocity provision in the Final Rule
pro-forma tariff. These provision would be applicable to all customers, including
non-public utility’ entities. . . .that own, control or operate interstate transmission
facilities and that take service under the open access tariff. Any public utility? that
offers non-discriminatory open access transmission for the benefit of customers
should be able to obtain the same non-discriminatory access in return.

FERC continues on page 373 to explain:

In response to arguments raised by publicly-owned and cooperatives, we are not
prepared to revise or eliminate the reciprocity condition. Our reason is simple and
compelling. We are undertaking this Rule and imposing significant responsibilities
on public utilities to ensure the Nation’s transmission grid is open and available to
customers seeking access to the increasingly competitive commodity market for
eleciricity. While we do not have the authority to require non-public utilities to make
their systems generally available, we do have the ability, and the obligation, to ensure
that open access transmission is as widely available as possible and that this Rule
does not result in a competitive disadvantage to public utilities. Non-public utilities,
whether they are selling power from their own generation facilities or reselling
purchased power, have the ability to foreclose their customers” access to alternative
power sources and to take advantage of new markets in the traditonal service
territories of other utilities. . . . [W]e will not permit them open access to
jurisdictional transmission without offering comparable service in return.

TEP agrees with FERC’s justifications and believes that they genuinely apply to the current
situation conceming the Commission’s Rules. TEP’s comments on the NOPR that remained in
Order 888 were published in the Final Order and are consistent with the Company’s comments filed
in this Docket. In Order 888, TEP was quoted, “without such access to all eligible customers,
reciprocity will fail to achieve true ‘comparability.”

Similarly, no true reciprocity or comparability will occur unless all energy service providers
in Arizona have equal access to all customers, Without these two qualities, a robust, efficient and
competitive market will not be achieved. The Commission and its Staff have the same responsibility
that FERC has in providing a structure that minimizes market distortions and to draft a set of rules
that require a provision for reciprocity. As stated above, FERC concluded that it was appropriate t0
require reciprocity to include non-jurisdictional utilities.

! Non-public utilities are nonwjurisdictional utilities, which can inciude publicly-owned utllities. FERC defines publicly-
owned utilities in Order 388 footnote 479, (e.g. Blue Ridge, SMUD, Salt River, Oglethorpe)
2 public utilities include FERC jurisdictional utilities, including all Investor Owned Utilities.
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IV. LEGALISSUES
A.  [ntroduction |
The Rules contain numerous legal issues; all of which have been pointed out to the

[\ B

3
4 || Commission repeatedly and ignored. The Commission must comrect the foundational breaches of
5 || constinutional, statutory and reguletory standards that cause the Rules to be unfair, unlawful and
& [{unwise. To ignore these problems is to abdicate to the courts the Commission’s duty to regulate
7 || public service corporations and to determine how and when competition in the electric retail industry
8 {| will be implemented. Thus, the infirmities which continue to plague the Rules include:
9 1) The Rules are vague.

10 2) The Rules are confiscatory.

11 -

1 3) The Rules are discriminatory.

13 4) The Rules unilaterally modify, if not abrogate, the Regulatory Compact.

14 5) The Rules go beyond the Commission’s current authority to act.

15 '

16 6) The Commission has failed to comply with the Arizona Administrative

Procedures Act (“APA”) in adopting the Rules.
17
18 As TEP pointed out in previous filings with the Commission in this Docket, the Rules will

19 ||not bring about retail slectric competition in Arizona because they violate the constitutional
20 ||requirements of due process and equal protection.

21 As a proponent of retail electric competition, TEP believes that it is in the best public interest
22 |l that the Rules be carefully recrafted so that they clearly set forth the terms and conditions of
23 || competition, provide for full and gomplete compensation for utility property xights that are taken,
24 |lequally protect all utilities and either uphold or provide for the mutual modification of the
25 || Regulatory Compact and are adopted in compliance with statutory requirements. While the time it

26 lwill take to correct the Rules may appear to cause a temporary setback in the aggressive schedule
27 |linitially established by Staff for their adoption, this necded step will save months, if not years, of
28 || potential litigation and delay in the actual effective date for retail electric competition in this State.
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B.  Analvsis of the Legal Issues

The federal and state constitutions each provide the protection and guaranty of a) due process
of law (U.S. Const. amend. XIV; Ariz. Const. art II, § 4); and b) equal protection of law (U.S.
Const. amend. XIV; Aniz. Const. art. II, § 13). The courts bhave stated generally that the denial of
due process “is a denial of ‘fundamental fairness, shocking to the universal semse of justice.””
QOshrin v. Coulter, 142 Ariz. 109, 111, 683 P.2d 1001, 1003 (1984). Also, the equal protection
clause of the state and federal constitutions require that all members in 2 given class be treated
equally and that the classification itself be reasonable and not arbitrary or capricious. Pasiore v,
Arizona Dept. of Economic Security, 128 Ariz. 337, 341, 625 P.2d 926 (App. 1981). As set forth
below, the Rules are neither fair nor just.

1 Ihe Rules are Vague. -

The Rules are vague and, therefore, violate due process because they: (i) fail 1o provide for or
give fair warning as to how many aspects of retail electric competition will be determined by the
Commission; and (1i) grant broad discretion to the Commission to set terms and coaditions for retail
electric competition at a funure date but lack standards to restrict that discretion. See, Cavco
Industries v, Industrial Commission of Arizona, 129 Ariz. 429, 434, 631 P.2d 1087, 1092 (1981);
(“Petitioners are correct in asserting that a vague statute may violate due process because it either
fails 10 give fair warning or lack standards to restrict the discretion of those who apply it.”)

The general rules and regulations of the Commission have the force and effect of law and are
as equally binding as are stanutes. Gibbons.v. Arizona Corporstion Commission, 95 Ariz- 343, 347,
390 P.2d 582 (1964). The courts have consistently held that a law is unconstitutionally vague if’
(i) it fails to give a person of ordinary intelligence a reasonable opportunity to know what the law
does, so that he may act accordingly; or (if) if it allows for arbitrary and diseriminatory enforcement
by failing to provide an objective standard for those who are charged with enforcing or applying the
law. Bird v, State, 184 Ariz. 198, 908 P.2d 12 (App. 1995); In re Maricopa County Juvenile Action
No. JS-5209 and No. JS-4963, 143 Ariz. 178, 183, 692 P.2d 1027, 1032 (App. 1984); Grayned v.
City of Rockford, 408 U.S. 104, 92 $.Ct. 2294, 33 L.Ed.2d 222 (1972).

The Rules, being merely a framework of what the finished product should be, do not give a
person of “ordinary intelligence” a reasonable opportunity to detenmine what their consequence will
be on key matters impacting the Affected Utilities. This fact is reinforced by the statements of the
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Commissioners at the October 8§ and 9, 1996 Open Meeting, the public comment sessions held on
December 2, 3 and 4, 1996, and the December 23, 1996 Special Open Meeting.

Although the Commission may view the Rules as merely a loose framework, the fact is that
the Rules, once adopted become effective law, which will immediately govern the conduct of the
utilities and the citizens of Arizona. Indeed, any person not in compliance with the Rules, may be
subject to statutorily imposed fines, penalties and liability. See, A.R.S. § 40-421 et seq. As adopted,
the Rules only provide a skeletal sketch of how retail electric competition will be ushered in and then

implemented in this State. Too many key factors are now unclear or not addressed, or have been
deferred to a later date to then be determined at the discretion of the Commission. It is unjust and
unfair to enact vague Rules that do not sufficiently define conduct that is required or proscribed--
especially when those affected by the Rules are subject to ﬁneé, penalties and other lLiability based
upon their non-compliance with the Rules.

For example, the Rules are vague with regards to the matter of “Stranded Cost.” R14-2-1601
of the Rules incorporates unclear and ambiguous terms in its attempt to define Stranded Cost such as
“verifiable net difference,” “prudent jurisdictional assets,” and “market value of those assets directly
attributable to the introduction of competition.” In R14-2-1607, the Rules state, “The Commission
shall allow recovery of unmitigated Stranded Cost by Affected Utilities.” (Emphasis added.)
Nowhere in the provisions regaxding Stranded Cost is there specificity as to the meaning of utilized
terms or standards for how the Comunission will employ its discretion in the future.

Equally vague is the Rules’ treatment of the nature of future and present CC&N. While
R14-2-1603 requires that any company intending to supply ¢lectric services (other than wholesale
gencration services) obtain a CC&N, the Rules do not explain what rights and obligations are
attendant to the new (or old) CC&N. Indeed, it is unclear how the term “CC&N™ is to be interpreted
in the Rules or how the Commission will so define them when retail electric competition is
implemented in the state.

In addition to these examples, the Rules leave to future definition and determination many
other issues including pooling of generation and centralized dispatch of generation or transmission
(R14-2-1610); standards for setting rates (R14-2-1612) and quality of service issues.

Because these and other aspects of the provision of electric service are not specified,
reasonable minds are not put on notice of how the Rules will affect them. The Rules, once enacted
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1 {| are Jaw and must meet due process requirements at the time of adoption. This cannot be deferred for

o

eventual development and achicvement at an unspecified later date. Until the Rules are clarified and
put into their proper context, they will not meet due process requirements.

| To justify the vagueness of the Rules, the Commission has rationalized that the Rules are a
broad framework similar to its competition rules in the telecommumications industry. (See, A.C.C.
R14-2-1101 et. seq.; Tr. October 8, 1996 at 30.) However, the Commission does not appreciate the
drastic distinctions between the scope of current federal and state regulation of the two industries.
The electric industry does not have a federal framework governing competition such as the
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Telecommunications Act of 1996. This act provides many standard procedures and policies
10 ||nationwide applicable to competition. This act also preempts non-conforming state laws and
11 ||regulations. In short, many of the gaps that are present in the Commission’s loose-fitting
12 || ielecommunications rules are filed by federal law. There is no such law to flesh out the skeletal
13 || provisions of the Rules. Thus, while the Commission’s telecommunications competition rules may
14 {[be workable, they function in tandem with the federal act (and FCC rules). There is no such
15 |{companion for the Rules and it must be viewed on a stand-alone basis.

16 2 The Rules are Confiscatory.

17 The manner in which the Rules will handle Stranded Cost and a CC&N will, apparently, take
18 ||away from the Affected Utilities property and property rights without just compensation. Such
19 ||action by the state is unlawful confiscation and a blatant violation of due process rights (U.S. Const.
20 |{amend. V; XIV; Ariz. Const. art. 2, §§ 4 and 17).

21 TEP believes that Stranded Cost represents an aggregation of costs (the prudence of which
22 {|has alrecady been established) incurred for the provision of utility service under the obligation to
23 || serve in a regulatory framework, that are likely unrecoverable in a competitive market due to market

24 ||prices that are below embedded costs. See, Responses to Questions Regarding Electric Industry
25 |1 Restructuring on Behalf of Tucson Electric Power Company dated June 28, 1996 at 12. TEP further
26 |ibelieves that Stranded Cost, which is property of the utility, should be fully recovered by the utility
27 || when the state imposes retail electric competition. If it is not, then the state bas caused the vlity’s
28 || property to be taken from it for a public use (retail electric competition) without just compensation.
29 {|Maricopa County v Paysnoe, 83 Ariz. 236, 238, 319 P.2d 995 (1958) (“Private property can not be
30 ||taken or damaged for public use without just compensation. This means that an infringement on the
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1 {]use of property which would diminish its value in whole or in part is a loss which must be
2 || compensated.”)

R14-2-1601 and R14-2-1607 of the Rules establish a framework that contemplatesk less than
full recovery of Stranded Cost by a utility. Qualified standards such as “verifiable net difference”
and “shall allow recovery of unmitigated Stranded Cost” create significant uncertainty regarding the
recovery of Stranded Cost. However, the Commission has already ruled on the prudence and cost
recovery of assets invested in by Affected Utilities. Ariz. Const art. 15. sec. 3 and AR S. § 40-203
authonize the Commission to set the rates to be charged by the Affected Utilities. There is a
presumption in the law that investments made are prudent, which can only be set aside by clear and

10 || convincing evidence to the contrary. Missouri ex rel, Southwestern Bell Tejephone Co. v. Missouri
11 ||PSC, 262 U.S. 276 (1923); SMm_QmLGas_Cgmpanu..ng_l’lm. 294 US 63 (1935); A.AC.
12 |{R14-2-103.1 (“All investments shall be presumed to have been prudently made, and such
13 || presumptions may be set aside only by clear and convincing evidence that such investments were
14 {}imprudent, when viewed in the light of all relevant conditions known or which in the exercise of
15 || reasonable judgment should have been known, at the time such investments were made.”) During
16 }{the course of the ratemaking process for the Affected Utilities, the Commission bhas already
17 || determined the prudence of the ¢osts and investments of the wtility which have been included or
18 || precluded from rate base calculations.
19 Prior determinations by the Commission as o the prudence of investments in specified assets
20 |}are res judicata, or in other words, conclusively settled matters that cannot be reversed by subsequent
21 ilor collateral procecdings (such as the Rules). See, Mgsmain_Sm:s_m:phgns_anilel:mph
22 i|Company v. Arizona Corporation Commission, 124 Ariz. 433, 604 P.2d 1144 (App. 1979); Yavapai
County v, Wilkinson, 111 Ariz. 530, 534 P.2d 735 (1975); Arizona Public Service Company v,

24 || Southern Union Gas Company, 76 Ariz. 373, 265 P.2d 435 (1954). Consequently, investments that
.25 have already been determined 1o be prudent and under the Rules are Stranded Costs and should be
26 Hlunconditionally and fully recoverable by the Affected Utilities.

27 The Rules are also confiscatory because they preclude any recovery of Stranded Cost afier a
28 ||limited time period. See, R14-2-1607.1. The Rules also state that recovery of Stranded Cost can
20 i|only be made from those customers who are served ‘“‘competitively,” thereby setting the
30 || commencement of the recovery w begin no sooner than January 1, 1999. See, R14-2-1604.A and
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R14-2-1607.F. It is unreasonable to set that which is bound to be such a short time frame for the
recovery of what is likely to be millions, if ot billions of dollars of Stranded Cost. By doing so, the
Rules are virtually guaranteeing that some Stranded Cost will not be recovered, thereby resulting in
the confiscation of property of the Affected Utilities.

The Rules also confiscate some, if not all, of the property rights embodied in the Affected
Utilities” CC&N. For example, an existing CC&N provides an exclusive right to provide electric
service in a geographic area. See, James P. Paul Water Co. v, Corporation Commission, 137 Ariz
426, 671 P.2d 404 (1983). Retail electric competition, by definition, envisions that such exclusivity
will not exist. The courts have made it clear that non-tangible property rights such as a franchise
(and a CC&N) of public service corporaﬁonsv must be compensated under the law. See, City of
Tucson v, El Rio Water Co,, 101 Ariz. 49, 415 P.2d 872 (1966). However, the Rules do not address,
and therefore, do not provide a mechanism for the compensation for the loss of the value of the
CC&N. Undl the Rules do so, they will violate the due process rights of the Affected Utilities.

The Rules also contemplate that other utilities will have the right to use TEP’s distribution
system for their own competitive purposes. This also constitutes a “taking” of property and property
rights that are now exclusively owned by TEP. The TEP distribution system was constructed and
financed to serve TEP's customers in good faith reliance upon the terms and conditions of the
CC&N issued by this Commission. The economic value of and ability to usc the distribution system
is diminished if other utilities are allowed to use it to serve TEP’s current (but by then former)
customers. Again, the Rules only provide for the taking of TEP’s property without any
accompanying provision for compensation. |

3. The Rules are Discriminatory.

The Rules do pot afford all utilities equal protection and, therefore, are discriminatory. (Ariz.
Const. art. II, § 13.) From their initial provisions on through the last, the Rules are uniawfully
discriminatory because they do not provide for the equal treatment of all members of a recognized
class, namely, elecrric utilities doing business in the state. Garcia v. Arizona State Liquor Board,
21 Ariz. App. 456, 520 P.2d 852 (1974). The Commission, as an agent of the state, must comply
with the equal protection clause of the state and federal constitutions in rendering decisions and
enacting rules. Bank of Arizona v. Howe, 293 F. 600, 606-7, (Ariz. 1923). However, the disparate
treatment afforded Salt River Project (“SRP™), cooperatives and municipal and tribal-owned electric
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1 || companies on the one hand, and the “Affected Utilities” on the other, demonstrates that there are

2 || unreasonable inequalities built into the Rules. The Rules cannot fully afford equal protection to the

3 || Affected Utilities and never will until such time as the jurisdiction of the Commission is expanded to

4 || include all electric utilities that do businéss in the state. Gusick v. Boies, 72 Ariz. 309, 234 P.2d 430

5 1| (1950) (“The guarantees provided by the federal and state constitutions apply equally to all and they

6 || cennot be denied to any one person without weakening the rights of all.”)

7 For example, like SRP, municipally-owned and tribal-owned utilities are not within the

8 || definition of public service corporation subject to Commission jurisdiction. (See, Ariz. Const. art.

9 || XV § 2, not within the definition in the Rules of Affected Utilities and, consequently are not subject
10 {|to the obligations of the Rules.) It appears, therefore, that these excluded utilities can engage in
11 || retail electric competition without being subject to the Rules. Although R14-2-1611 of the Rules
12 ||attempts to restrict the activities of these non-Affected Utilities, without jurisdiction by the
13 || Commission over them, it is doubtful if this section would be enforceable in the courts. Fuzther,
14 || reference in that section to various “service territories” would appear to have little meaning if (i) the
15 || Commission has no jurisdiction over the non-Affected Utilities; and (ii) there are no longer exclusive
16 || certificated service territories under the Rules. Additionally, there will be no equal protection under
17 || the law and po reciprocity for the Affected Utilities in situations where electric providers that have
18 || no certificated service territory, such as the Western Arca Power Authority (or some tribal utilitics or
19 || SRP’s proposed regulated subsidiary), apply for a CC&N in Arizona to provide retail electric

.20 || service. Moreover, the “invitation” by the Rules for utilities not regulated by the Commission to
21 || voluntarily consent to the jurisdiction of the Commission for a hearing to determine if, and the terms
22 ||and conditions by which, they will compete is a proposition that must be determined by the courts or
23 || legislature and not the Commission. This was made clear during the Commission’s deliberations of
24 ||the Rules when representatives of SRP and the Commission Staff stated on the record that SRP
25 |l could not voluntarily submit itself to the jurisdiction of the Commission. Tr. (October &, 1996) at
26 {{46-47. Because the exemption of mumicipaily-owned utilities from the jurisdiction of the
27 || Commission is established by the Arizona Constitution and the exemption for tribal-owned utilities
28 |l springs forth from federal law, expanding the jurisdiction of the Commission to include them cannot,
29 || therefore, be changed merely by the enactment of the Rules.
30
28
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The Commission has inserted a provision into the Rules that would allow cooperatives to
modify the requirements of the Rules (presumably including exemption therefrom), “so as to
preserve the tax exempt status of the cooperative or to allow time to modify contractual
arrangements pertaming to delivery of power supplies and associated loans.” See, R14-2-1604.H. In
prior pleadings submitted to the Commission in this Docket, TEP has presented valid reasons (such

as its rate settlement with the Commission and its two-county financing requirements) for TEP to be
allowed to request a modification to or exemption from the Rules. By singling out the cooperatives
for this preferential treatment and ignoring TEP and other Affected Utilities with similar concemns,
the Commission has unreasonably discriminated among and against Affected Utilities.

4. The Rule laterally Modifi ot Abrogate. the Reoulaton

g /) OIMPAct.
The Regulatory Compacrt has been explained by the Arizona Supreme Court in Application
of Trico Electric Co-onerative, Inc,, 92 Ariz. 373, 380, 377 P.2d 309 (1962), as follows:

In the performance of its duties with respect to public service corporations the

Comumission acts as an agency of the State. By the issuance of a certificate of

convenience and necessity to a public service corporation the State in effect contracts

that if the certificate holder will make adequate investment and render competent and

adequate service, he may have the privilege of a monopoly as against any other

private utility.

Thus, the State and the Affected Utilities have entered into a compact, evidenced by a
CC&N, with mutual obligations and benefits. Simply stated, as long as the utility provides
competent and adequate service, it is entitled to the monopolistic right to serve customers in a
“certificated™ service territory. Indeed, the cowrts have said that it is the duty of the Commission to
protect the monopoly rights of a public service corporation that is upholding the Regulatory
Compact. Id. It is in good faith reliance upon the Regulatory Compact that utilities have and
continue to invest in plant to serve new customers. It is in reliance upon the Regulatory Compact
that wtilities serve all qualifying customers within their certificated service temritories. However,
through the Rules, the Commission would be unilaterally modifying or abrogating the Regulatory
Compact. In fact, Stranded Cost is an unfortunate by-product of the modification of the Regulatory

Compact.

29




_

i The Rules forge new and uncharted territory in their attempt to (i) award a non-exclusive
2 {|CC&N; (ii) permit retail electric competition in areas currently certificated to utilities that are
3 || providing adequate and competent service; and (iii) change the rights of the existing CC&N. There
4 {lis no present constitutional or legislative authority for the Commission to change the terms of the
5 | Regulatory Compact of its own accord. There is no legal precedent for the Commission negating the
6 {|effect of a utility’s CC&N without a showing of the inability to provide adequate service after
7 || affording the utility due process. Further, the Commission bas never stated (and the Rules do not
8 || refer to) any legal source for its ability to alter the Regulatory Compact.

9 To the extent that the CC&N of any Affected Utility is modified or abrogated as a result of
10 || the Rules, the Commission will have done so in violation of due process rights. Further, the courts
11 || have firmly stated that before 2 CC&N can be modified, amended or abrogated, notice and a hearing
12 || must be afforded to the holder thereof. See, A.R.S. § 40-282; James P. Paul Water Co., supra; (A
13 || CC&N holder is entitled to the opportunity to contest any amendment thereof); Application of Trico
14 || Electxic, supra; (The revocation or recission of all or a portion of a CC&N requires strict compliance
15 || with due process requirements of notice and an opportunity to be heard). The Rules do not provide
16 ||for a hearing (and apparently will be enacted without a hearing thereon), yet will change the CC&N,
17 |}in violation of due procesé.

18 TEP is also concerned with an additional aspect of the Regulatory Compact that affects it and
19 |lother uiilities that have entered into 2 rate settlement with the Commission that includes a rate
20 || moratorium. Specifically, the Commission and TEP are bound to honor the terms thereof (including |
21 {|the implied covenant of good faith and fair dealing) but the Commission, by implementing retail
22 || electric competition before the rate moratorium is over, will be unilaterally changing the regulatory
23 {|and economic assumptions upon which the settlement was made. Indeed, if the reality of the
24 || implementation of retail electric competition in Arizona had been known during the negotiations of
25 |{the setdement agreement with TEP, then the terms thereof would certainly have been different than
26 ||they ace presently. TEP would propose, therefore, that it be allowed to phase-in retail clectric
27 || competition after its rate moratorium is aver.

28 The United States Supreme Court recently issued an opinion that reinforces the integrity and
29 || honor of agreements made with the government, such as the Regulatory Compact. In United States
30 || v. Winstar Corporation, 116 S.Ct. 2432 (1996), three financial institutions brought claims against the
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United States for breach of contract (and other constitutional violations) as a resuit of the enactment
of the Financial Institutions Reform, Recovery and Enforcement Act of 1989 (“FIRREA™), which
changed existing rules by limiting the application of special accounting treatment to the acquisition
of failing savings and loan institutions. In finding that the government did breach its existing
agreements with the institutions as a result of the consequences of FIRREA, the Supreme Court said:

Just as we have long recognized that the Constitution ‘bar(s] Government from
forcing some people alone to bear public burdens which, in all fairness and justice,
should be bome by the public as whole,’[cite omitted] so we must reject the
suggestion that the Government may simply shift costs of legislation omto its
contractual partners who are adversely affected by the change in the law, when the
Government assumed the risk of such change. Id. at 2459,

o 00 N O o B W

—
[ T o

The Rules will unilaterally shift the burdens of the Regulatory Compact onto the Affected

13 | Utlities in the same way that FIRREA shifted costs to the financial institutions in the Winstar case.
14 || Consequently, the Regulatory Compact will be quite different from the agreement originally struck
15 || with TEP. :

16 5 The Rules Go Bevond the Commission's Current Authority to Act

17 The Rules seem to suffer from isolationism. As detailed herein, there are many instances
18 | where the Rules are contrary to, or inconsistent with, the terms and provisions of the federal and
19 || state constitutions, statutes, judicial precedent and mandated procedure. These flaws cause the Rules
20 || to be arbitrary and beyond the Commission’s authority. The Commission can only exercisc those
21 || powers that can be derived from a stict construction of the state constitution and implementing
22 |istatutes. Rural/Metro Corporation v. ACC, 129 Ariz. 116, 629 P.2d 83 (1981); Williams v.
23 || Pipetrades Industry Program of Arizona, 100 Ariz. 14, 409 P.2d 720 (1966).

24 By way of example, the Rules will cause Affected Utilities to change their rates independent
25 || and apart from any rate case hearing that analyzes the utilitics’ rate base, return on investment and
26 || other financial indicators. Thus the Rules’ procedure (or lack thereof) is contrary to the requirements
27 |iset forth in the case, Scates v. Arizopa Corporation Commission, 118 Ariz. 531, 578 P.2d 612
28 |1 (1978). Although the courts have specified instances, such as emergency interim rate relief, where
29 || the hearing requirements may not apply, the circumstances contemplated in the Rules do not fait
30 || within any recognized exception to the Scates docwine. In this regard the Rules will also ignore the
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established prmc1p1e that a utility is entitled to a fair return on the fair value of its property devoted
to public service. A ati ission v. Ari \ any, 85 Ariz. 198, 203,
335 P.2d 412 (1959). Just and reasonable rates meet overall operating costs and produce a
reasonable rate of return on the utility’s assets. Scates v. Arizona Corporation Commission, supra, at
534. The Rules will, in essence, freeze the rate base and rate of return for the Affected Utilities at
the time of determining Stranded Cost, while ignoring the increases in cost and vahue that will occur
over time in the future. This will deprive the Affected Utilities of the opportunity to eam 2 fair rate
of return. If rates are set such that the utility does not have the opportunity to eam a fair rate of
return, the rates are confiscatory and unlawful. Bluefield Water Works and fmprovement Company
v, Public Service Commission of West Virginia, 262 U.S. 679, 694, 67 L. Ed 1176 (1922).

Also, the Rules improperly infuse the business judgment of the Commission into the internal
affairs of TEP. To illustrate, the Rules mandate that specific percentages of the total retail energy
sold competitively by the Affected Utilities be generated by solar resources. See, R14-2-1609. The
law is clear that the Commission is not the party to exercise control over the internal affairs of a
utility. See, Southern Pacific Co. v. ACC, 98 Anz 339, 343, 404 P.2d 692, 694 (1965)
(Commission does not have power to manage corporations; mapagement power is iﬁcidem to
ownership); ) i 0,, 63 Ariz. 257, 161 P.2d
110 (1945); State 262 U.S. 276,
289 (1922) (The commission is not the financial manager of the corporation and may not substitute
its judgment for that of the directors of the corporation); Appeal of Public Service Co. of New
Hampshire, 454 A.2d. 435, 437 (N.H. 1982) (The right 10 manage the utility is not surrendered by
devoting a business to public use). By dictating how much of a utility’s energy will be generated by
solar resources and setting deadlines for this to be accomplished, the Commission is acting beyond
the scope of its jurisdiction. In fact, the Arizona Attorney General has issued an opinion, applicable
in this instance, that the Commission does not have the authority to compel public service
cotporations to make decisions regarding day-to-day operational matters. See, Op. Ariz. Atty. Gen,
No.[79-099. (“There are no statutory or constitutional provisions mandating joint or cooperative
fuel oil purchases by public service corporations furnishing electricity, nor are there amy such
provisions requiring the Commission to order such purchases, either by rule or by special order.”)
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Similarly, there is no legal authority for the Commission to order where or when the Affected
Utilities will obtain their power or how it will be generated.
Finally, TEP submits that in order for the Rules to mesh with state constitutional and

statutory standards, at least the following provisions would have to be modified from their current
form:

1) Ariz. Const. art. XV, § 2 - to change the definition of public service corporation
to include municipal corporations and tribal corporations.

2) ARS. §§ 40-281 and 40-282 - to change the scope and procedure regarding
Certificate of Convenience and Necessity (“CC&N™).

3) ARS. § 40-203 - to expand the circumstances and procedure by which the
Commission can prescribe rates, rules and practices of public service
corporations.

Based upon the Commissioners’ comments during their deliberation of the Rules, it was clear
that the Commission was determined to enact the Rules by the end of 1996. This fast-track schedule
apparently did not contemplate that the Rules will be certified by the Arizona Atiorney General
pursuant to the APA, A.R.S. § 41-1001, er. seg. Specifically, A.R.S. § 41-1044 requires that any
rule adopted by the Commission is subject to review and certification by the Attorney General for
form, clarity, competency and compliance with appropriate procedures. See, also A.R.S. § 41-1057.
TEP does not believe that the Rules, in their current state, would be certified by the Attomey General
because they are vague, beyond the scope of the Commission and do not meet duc process
requirements. A rule that is rejected by the Attomey General does not become effective. In Arizona
Corporation Commission v. Woods, 171 Ariz. 286, 830 P.2d 807 (1992) the Arizona Supreme Court
held that the Attorney General did not have to certify rules promulgated by the Commission that
were ratemaking in nature. The Rules, however, reach far beyond mere ratemaking issues in its
scope. This is evidenced by the language of Commission Decision No. 59943, which authorized that
the Rules be forwarded immediately to the Secretary of State. In the Conclusions of Law set forth in
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1 |{that decision, the Commission found that it had authority for the Rules under the following non-

2 |{ ratemagking statutes:

3

4 1) A.RS. § 40-321 (adequacy of service).

5 2) A.RS. § 40-322 (standards of service).

6 3) ARS. § 40-336 (require safety devices).

; 4) “Arizona Revised Statutes, Title 40, generally” (which includes matters such as

CC&N).

9
10 The Rules impact property rights, contract rights, corporate structures, constitutionally
11 |f defined jurisdictional issues, internal management decisions and even the future configuration of the
12 || electne industry. Although ratemaking is one aspect impacted by the consequence of the Rules, it is
13 || not the sole or main focus of the Rules. Certainly, the intent of the Attorney General’s review of
14 |{rules promulgated by the Commission is to set a check and balance in those areas where the
15 || Commission does not have exclusive jurisdiction, in other words, non-ratemaking matters. TEP
16 |} does not believe that the Woods case contemplates that rules impacting a wide variety of regulatory
17 |lissues (the vast majority of which are non-ratemaking) should not be subject to the check of the
18 || Attomey General. Consequently, TEP believes that the Rules are not within the exception set forth in
19 || the Woods case and should be submitted to and certified by the Attorney General.
20 The APA also requires that mules of administrative agencies be promulgated with an
21 |l opportunity for notice and comment. One of the requirements is that the Commission file an
22 || economic (consumer) impact statement. See, A.R.S. §§ 41-1021 and 1024(C). This statement is
23 |\ designed to give notice of the economic impact, both positive and negative, of a proposed rule.
24 || Unfortunately, the ecoromic impact statement composed by the Commission Staff in connection
25 || with the Rules are incomplete and, therefore, inadequate.
26 On or about October 1, 1996, the Commission Staff circulated an Economic Impact
27 || Statement (“EIS™) in connection with the Rules. (This EIS was also attached to the Decision as
28 || Appendix C.) The EIS incredibly ignored the hundreds of pages of comments submitted by utilities
29 ||to the Commission that detailed the negative economic impact that the Rules will have on the
30 || Affected Utilities and others. Instead of incorporating these comments, the EIS merely states that
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the possiblc costs to the Affected Utilities would be items such as “additional record keeping and
billing costs associated with deliveries of electricity.” To include these matters and ignore the
enormous effect of loss of shareholder value and Stranded Cost trivializes the whole purpose of the
EIS. In fact, the forced write-off of portions of investments in assets will have a significant impact
on: (i) shareholders who, in light of these write-offs, will lose value of their investments; (ii)
ratepayers who will be assessed either higher rates or additional fees to compensate to some degree
for Stranded Cost; and (jii) citizens of the state who, when the Affected Utilities’ tax base is lowered,
| will lose substantial property tax reveaues. A one-sided EIS does not provide the public with the
degree of notice (and subsequent analysis) that was intended in the APA. Accordingly, in order w0
10 || comply with the statutory procedural requirements, the Commission should expand the analysis in
11 ]| the EIS to reflect both the positive and negative impacts of the Rules.

12 The APA prohibits the adoption of “a rule that is substantially different from the proposed
13 {{rule”. See, AR.S. Sec. 41-1025.A. In determining whether an adopted rule is “substantially
14 || different” the following must be considered: (i) the extent to which affected persons should have
15 |} understood that the proposed rules would have affected their interests; (ii) the extent which the
16 |} subject matter or issues determined by the adopted rule are different from the subject matter or issues
17 || determined by the proposed rule; and (iii) the extent to which the effects of the adopted rule differ
18 |{ from the effects of the proposed rule. Id. at subsection B. The Commission violated A.R.S. Sec.
19 [141-1025 when it adopted the Rules in light of the last minute amendments to A A C. R14-2-1611
20 |{ submitted 1o and approved by the Commission (hereinafter referred to as the “SRP amendments™).

21 The proposed A.A.C. R14-2-1611 provided that utilities that were not subject to the
22 {|jurisdiction of the Commission such as SRP could participate in retail competition if all of the
23 || Affected Utilities agreed in writing. The SRP amendments extinguished that right of the Affected
24 |jUtilities apd instead inserted a new requirement that hearings take place to determine when and
25 |{ whether non-jurisdictional utilities could compete and that the utility and Commission enter into an

[ )
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26 || intergovermmental agreement.

27 This last minute change in the Rules renders them substantially different than the rule that
28 {| was proposed. This fact was recognized by the Commission in the Special Open Mecting. See,
29 || Special Open Meeting Deliberations at 17; 24-25; and 38. Unfortunately, rather than cure this
30 || problem in the manner proscribed by law, namely to either not adopt the Rules or stop the
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proceeding and commence a new rulemaking docket, and Commission forged ahead and adopted the
Rules. This violation of the APA alone is sufficient cause for the courts to strike down the Rules.

To implement the Rules, in their current form and amid an existing framework of federal and
state regulation, is to invite successful legal challenges to the Rules and to abandon the notion of
retail electric competition in Arizona in the foreseeable future. TEP respectfully submits that the
solution to these and the other problems identified herein, can be found in a careful and thorough
reconsideration of the Rules. TEP does not anticipate that this will be a protracted process, but it
will take time and resources. However, this truly is a situation where the additional time taken to
clarify, cross-reference and correct the Rules now will be in the best public interest and the best use
of the resources of the Commission and the interested parties. TEP recommends that the
Commission look first to obtaining legislative (and constitutional) reform prior to attempting to
implement retail electric competition or seeking declaratory judgment from the courts regarding its
authority to enact the Rules. |
V.  TWO-COUNTY FINANCING

The Pima and Apache County Industrial Development Authorities bave issued approximately
$673 million of outstanding tax-exempt “local furnishing” bonds which benefit TEP’s retail
customers by reducing sigmificantly the capital costs of serving such customers. The Rules couid
potentially imperil the tax-exempt status of these bonds and the related customer savings of at least
$11 million annually. The Rules should address and consider the implications for TEP and other
Arizona utilities which issue tax-exempt bonds on the basis of “local furnishing” (that is, a limited
certificated service territory). “Local furnishing” bonds are also referred to as “two-county bonds.”

Interest on conduit revenue bonds issued after 1968 by, or on behalf of, state or Iocal'
govemments to finance facilities for privately-owned businesses may be excluded from gross income
for federal income tax purposes only if substantiaily all bond proceeds are used to provide one or
more of the types of exempt facilities listed in section 142(a) of the Internal Revenue Code of 1986
(the “1986 Code™). Section 142(a)(8) provides an exemption for “facilities for the local furnishing
of electric energy or gas.” Section 142(f) states that this “local furnishing” exemption applies only
to facilities which are part of a system providing service to the general populace in an area not
exceeding the larger of (i) two contiguous counties; or (ii) one city and a contiguous county (i.e.,
Consolidated Edison Company of New York which provides electric service to New York City and

36




]

one contiguous county). Treasury Regulations clarify that an otherwise qualifying “local furnishing”
system will not be disqualified by reason of its interconnections with other utilities for the
emergency transfer of electricity, or because the system includes facilities located outside the area
which they serve. Treas. Reg. § 1.103-8(H)(2)(1ii)d).

Internal Revenue Service (“IRS”) rulings have provided further interpretations of these “local
furnishing” provisions. In general, these rulings have allowed electric utilities to qualify if their
facilities have been built no sooner or larger than necessary to meet the needs of the general populace
in the utility's local service area and if either of two additional conditions is satisfied:

OO08 ~) O W B WS e

1) Except possibly during emergencies, the fofal amount of electricity generated by
facilities connected directly to the utility's local grid, together with the amount of
electricity generated by the local utility’s interest in remote gencrating facilities
(whether or not directly connected to the utility's local distribution grid) dyring

12 gach vear (or, in one case, each six months) does not exceed the total amount of

electricity consumed in the qualifying local service area. Ltr. Rul. 9447031

(August 25, 1994); Ltr. Rul. 9233004 (May 18, 1992), modified by L. Rul.

— s
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14 9244007 (July 1, 1992); Lir. Rul. 8915021 (January 12, 1989).

15 2) Except during emecrgencies, actual metered flows of electricity at ¢ach

16 interconnection point between the local utility's system of wholly-owned
facilities which are directly connected to its local distribution grid at all times are

17 inbound to the local system. Under this approach, electricity is disregarded

18 unless it is generated at (or transmitted through) facilities which are wholly-

19 owned by the local utility and which are directly connected to the utility's local

20 distribution grid. Lir. Rul. 8508050 (November 27, 1984); Lir. Rul. 8410037
(December S, 1983); Ltr. Rul. 8319017 (February 7, 1983), modified by Lir. Rul.

21 8322008 (February 22, 1983).

22

23 TEP's retail electric system provides service to the general populace in portions of only two

74 ||contiguous counties, Pima and Cocbise. However, the total amount of electricity generated by TEP's
25 |l facilities each year exceeds the total amount of elecwicity consumed in TEP's service area.
26 || Therefore, TEP has not attempted to qualify for the “local fumishing” exemption on the basis of
27 11(1) above. .

28 There presently are only four interconnection points between TEP's wholly-owned electric
¢ || facilities which are directly comnected to TEP's distribution grid and the facilities of neighboring
30 || utilities: the South Substation, the Vail Substation, the Saguaro/Tortolito Substation and the
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Springerville Substation. None of TEP's electric facilities located within the boundaries of these four
,‘interconnecﬁon points were built sooner or larger than necessary to meet the needs of TEP's local
distcibution grid. Since 1982, when tax-exempt “local furnishing” bonds first were issued for the
benefit of TEP, actual metered flows of electricity atways have been inbound at each of these
interconnection points, except during emergency circumstances. Therefore, since at least 1982,
improvements 10 TEP's wholly-owned, directly-connected facilities have qualified for Federal tax-
exempt “local furnishing™ financing.

Presently, TEP has approximately $575 million of cutstanding tax-exempt “local furnishing”
debt. The interest rate on this debt is reset weekly to track current short-term tax-exempt rates.
During 1996, the interest rate on these tax-exempt bonds has averaged approximately 3.5 percent.
During this same period, the short-term weekly interest rate on taxable debt of similar credit quality
has averaged approxi!hately 5.4 percent. The lower cost tax-exempt debt saves the Company’s retail
customers approximately $11 million annually. In addition, $98 million of currently outstanding
tax-exempt debt obligations were issued by the Pima County Industrial Development Authority in
conjunction with TEP’s sale and leascback of Irvington Unit 4, This tax-exempt financing structure
also benefits TEP’s retail customers. Any legal or regulatory development which jeopardizes TEP's
ability 1o meet the “local furnishing” requirements could result in a loss of these savings and impair
the progress the Company is making at improving its capital structure and financial strength.

TEP believes that the “local furnishing” conditions can be satisfied under a competitive retail
environment if sufficient effort is made to anticipate and provide for such issues in the Rules. RS
rules relating to “local furnishing” bonds should be thoroughly reviewed and analyzed within the
context of retail wheeling, considering the significant adverse impact of losing such financing.
FERGC, in Order 888, addressed the “local furnishing” topic and structured its rule to allow a “local
furnishing” wility and its retail customers to maintain the financing benefits and yet still “open”
transmission lines. ’

The Energy Policy Act of 1992 (P.L. 102-486) amended the Federal Power Act to allow
neighboring electric utilities, as well as nonutility generators, to apply to FERC for orders requiring
electric utilities to use their transmission facilities to wheel electricity for the applicant. Recognizing
that this change might result in unintended, adverse consequences o customers of utilities that have
taken advantage of tax-exempt “local furnishing” financing, Congress provided relief. The Energy
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1 || Policy Act also amended section 142(f) of the 1986 Code to provide relief in connection with tax-
2 || exempt “local furnishing™ bonds if non-emergency cutbound flows of electricity occur by reason of
3 || FERC orders issued pursuant to section 211 or 213 of the Federal Power Act.
4 On April 24, 1996, FERC issued Order 888 conceming electric industry restructuring, direct
5 ||access and related issues. Just as Congress in 1992 was concerned that mandatory wheeling of
6 || electricity might unfairly jeopardize the tax-exempt status of utilities’ bonds, on pages 374 and 375
7 |{of Order 888, FERC expresses its intent that the tax-exempt status of utilities' bonds not be disaurbed
8 || by the new reciprocity rules:
9 [Wle recognize that Congress has determined that certain entities in the bulk power
10 market can utilize tax-exempt financing by issuing bonds that do mot constituie
“private activity bonds" {fin] or by financing facilities with “local furnishing” bonds. |
11 In both circumstances, Congress has entrusted the IRS with the responsibility for |
12 implementation and for determining what uses of the facilities arc consistent with
maintaining tax-exempt status for bonds used to finance such facilities. It is not our
13 purpose to disturb Congress' and the IRS' determinations with respect to tax-exempt
financing.
14
15 [Wle believe we must cnsure that the reciprocity requirement will not be used to
16 defeat tax-exempt financing authorized by Congress. Therefore, we clarify that
reciprocal service will not be required if providing such service would jeopardize the
17 tax-exempt status of the transmission customer’s (or its corporate affiliates’) bonds
18 used to finance such transmission facilities. [fm]’
19 In an analogous situation, this Commission has shown its resolve to preserve for Arizona
20 || customers the benefits of federal tax-exemption. In respopse to the draft rule circulated on August
21 |128, 1996, Arizona's electric cooperatives submitted comments dated September 12, 1996, pointing
22 || out that implementation of the draft rule could endanger the cooperatives' federal tax-exempt status
23 || under section 501(c)(12) of the 1986 Code. In particular, the Arizona cooperatives pointed out that
24 || page 499 of FERC Order $88, at footnotes 499 and 500, expressly provides that a cooperative is not
25 |{to be required to provide any service that would jeopardize its tax-exempt status. This footnoted
26 || provision was intended to create relief for cooperatives that is comparable to the relief capmessly
27 |
28 . : : :
59 |I' O pages 376 and 377 of Order No. 888, FERC directs each “local furnishing” utility to inciude 2 provision in s
ransmission tariff, which commits the utility not 1o contest the issuance of FERC orders under section 211 of'the -
30 Federal Power Act if it appears that the provision of transmission service otherwise would jeopardize the tax-exemge
status of any of the utility’s “local furnishing” bonds.
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provided and more thoroughly discussed by FERC Order 888 in connection with tax-exempt bonds.
In paragraph H.1. of Rule R14-2-1604, this Commission rightly proposed a modification to the draft
rule, authorizing cooperatives to request the Commission to modify the schedules described in
R14-2-1604(A-D) so as to preserve the tax-exempt status of the cooperatives. However, Rule
R14-2-1604 provides no similar relief in comnection with transmission service that could jeopardize
the tax-exempt status of “local furnishing” bonds or tax-cxempt bonds issued for municipally-owned
utilities,

Implementation of the Rules could endanger the tax-exempt status of interest om “local
furnishing” bonds issued (and to be issued) for TEP if the Rules cause the Company 1o violate the
“local furnishing” requirements specified in IRS rulings. If the Rules were to specify an obligation
to serve outside of the two-county area that exceeds any contractual obligation between a willing
buyer and a willing seller, such additional obligation could result in a violation of “local furnishing”
requirements. This source of low-cost financing could be lost, for example, could be lost if TEP
became obligated to serve a customer outside of its existing two-county service territory under the
proposed retail wheeling provisions.

Another issue related to the “local furnishing” requirements is the potential stranding of
assets financed with tax-exempt two-county bonds. For example, both Springerville Unit 2 and
Irvington Unit 4 were financed for TEP with tax-exempt “local furnishing” bonds. The energy from
a “local furnishing” utility’s generating facility, which s financed with tax-exempt two-county
bonds, might no longer be needed to serve the utility’s historic retail customers if their energy
requirements arc supplied by other companies from locally-based retail wheeling transactions.
Absent relief, it is possible that the “local furnishing”™ utility would be precluded from delivering
energy from that generating facility outside the utility’s service area in either wholesale or retail
wheeling transactions. ‘

In either case, if the Rules fails to properly address these or related issucs, the Company and
its customers could be adversely affected by the loss of low cost finaneing or the stranding of assets
financed with tax-exempt “local furnishing” bonds. TEP and its retail customers would be unfairly

There are several ways the Commission could address these “local furnishing” issues in
modified Rules. One option would be to include a provision, similar to that provided for electric
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cooperatives, that would authorize TEP and other “local furnishing” utilities to request the
Commission to modify the schedule described in R14-2-1604(A-D) 50 as to preserve the tax-exempt
status of interest on such bonds issued and to be issued for these utilities. Another option would be
to research the issues further and to include specific language in the Rules which support the
preservation of “local furpishing” debt in a retail wheeling environment. For example, specific
language could be included that clearly limits the obligation to serve outside of a “local furnishing”
utility’s existing service area. Finally, should these two options prove insufficient, the Commission
should include in its definition of recoverable Stranded Cost any increase in financing costs or the
cost of any assets stranded because of “local furnishing” requirements.

As described above, FERC Order 888 directs that a utility is not to be required to provide any
transmission service that would jeopardize the tax-exempt status of interest on its “local firnishing”
bonds. Although § 142(£)(2) of the 1986 Code provides relief from the loss of tax-exemption
penalty if transmission service is provided pursuant to a FERC order which is issued under § 211 or
213 of the Federal Power Act, no federal income tax relief is available in connection with
transmission sexvice provided pursuant to a rule or order of this Commission. For the same reasons
that it was appropriate for this Commission to modify the Rules to protect the tax-exempt status of
coopératives, the Rules could be modified to authorize TEP and other “local fumnishing” utilities to
request this Commission to modify the schedule described in R14-2-1604(A-D) so as to presetve the
tax-exempt status of interest on such bonds issued and to be issued for these wtilities.

V1. OPERATIONAL AND RELIABILITY ISSUES

A.  Introduction

The Rules require that distribution unbundling begin with the start of customer choice in
1999. TEP believes the most efficient process to allow customer choice for generation by 1999 is to

| unbundle the following: generation; transmission; distribution; a stranded cost charge; and a public

goods charge. For the purpose of these comments, the following definitions shall apply:
o Generation - The production of electrical energy. Bulk electricity is generated at remote
plant sites, local plant sites and purchased from the wholesale market for reliable system

operation.
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¢ Transmission - The transportation of bulk quantitics of electricity on high voltage lines
by means of electric conductors from generation sources to an electric distribution
system, load center or interface with a local control area.

¢ Distribution - The delivery of electricity to customers connected to the local distribution
system. The distribution system includes primary and secondary lines which deliver
electricity, and substation and distribution transformers which lower clectric voltage from
transmission to distribution levels. Distribution also includes metering, meter reading,
billing, customer service and other services that the traditional monopoly distribution
company has performed in the past.

» Stranded Costs Charge - A non-bypassable charge for recovery of unmitigated stranded

- costs.
¢ Public Goods Charge - A non-bypassable charge for funding public goods programs
such as low-income assistance, demand side management, mandated renewables and
other programs that the Commission sponsors.

The detsils involved with unbundling products and services beyond the capabilities of the
system will uitimately prevent an efficient transition to competition. TEP believes that complete
unbundling of products and services deemed to be competitive should occur after customer choice
has started in order to give adequate time to develop clear rules and standards, and for any required
technology development and installation to take place. |

There are scveral reasons why TEP believes that complete unbundling of competitive
products and services should be left until after customer choice starts in 1999. First, the Commission
is aftempting to create a new industry structure that contains two key commumication links that TEP
believes will require significant technological changes. The first link is between the new
competitive generation market and the local area control room. The second link is between the local
area control room and the customer.

Second, there are reliability issues that will take time to fully address, given the fact that the
Rules are attempting to restructure the industry. TEP believes that it is wise to give adequate time to
implement new reliability standards, given the changes required in the industry structure and to let
the Federal Energy Regulatory Commission (“FERC") changes to be impiemented this year take
effect before deciding further significant changes.
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Third, clear distinctions must be determined between competitive and monopoly products
and services in order to allow time to design and install necessary systems to facilitate unbundled
customer transactions. TEP belicves that customer choice can be implemented on a limited basis
without this process being completed. Limited competition parameters for the 1999 start-up date
have to be determined quickly to allow for any required system development and installation.
Subsequently, work can begin on decisions required to fully define and unbundle competitive
products and services by the end of the phase-in period in 2003. |

Finally, there are many informational details that need to be addressed prior to complete:
competitive product and service unbundling. These details involve meter reading, customer
information and billing requirements. The decisions surrounding the availability and access to
customer data may require significant changes in regards to meters, computer systems and protocols
for all competitive players.

The following discussion explains the reasons why TEP believes that the changes required
for full competitive product and service unbundling are significant and will take a great deal of time |
and effort. Further the discussion describes how TEP believes the transition from a regulated to a
competitive environment should progress.

B.  Indusry Structye
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Bigure A
Current Industry Structure

o
0

TEP Genaration

- Local Area Cantrcl Room Customers
22 \

23 T~

24. . Wholesalo Market

26

27 ‘

28 A change from the current regulated enviromment to a competitive environment requires

29 |l enforcement of reliability and operational issues at the gemeration, transmission and distribution
30 || levels of the electric supply business. Reliability mechanisms and operational procedures must be
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adapted to conform to the new environment. Figure A above shows how the industry is currently
structured to handle transactions and reliability. Generation, transmission and distribution systems
were built to facilitate the delivery of bundled generation supplies and are dispatched and controlled
by the local area control rooms of jurisdictional uﬁlitim; Customers purchase bundled, firm electric

service from one supplier. The local area control room acts to obtain resources and deliver them to
all control area customers. Effectively, all retail customers are treated as one customer under the
current system.

Figure B

New Industry Structure

QBeneration Market

Nku coinen

Customers

A competitive environment which allows for an endless variety of electric supply and related
service options will require significant delivery system modifications. Figure B above shows what
such a structure might look like. First, there will potentially be many more generation suppliers.
Second, customers will purchase a variety of different types of services (ie, firm, non-firm,
unbundled, etc.) Third, there will be some customers who will purchase energy services direcly
from a third party through bi-lateral contracts. In this environment, the local area control room will
have to match pumerous customers with specific supply sources. This type of competitive system
requires that the unbundled distribution company have the ability to tie specific resources to specific
customers and to drop individual customers or suppliers from the system in the event that therr
energy supplier discontinues service ot their load drops. The local area control room effectively
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becomes a clearing-house in a competitive environment with significant customer options. This
function is vastly different from the cwrrent role of the local area control room.

Figae C
New Industry Structure
ceneration Market €Y COMIMunication Areas

Energy management systems, communication systems, billing systems and general system
operations will need to undergo significant changes and improvements before the number of
independent system transactions dramatically increase. Figure C above shows the two transaction
areas that TEP is most concerned with. The first arca, Communication Link A, is between the local
area control room and the generation mark;t The local area control room currently controls
generation and purchases electricity for its customers on an aggregated basis. The key in the existing
environment is to maich generation and purchases to the aggregated load. If load increases, the local
area control room ramps up generation or purchases from the market and backs off gemeration or
purchases when load falls.

A full choice competitive environment will result in local area control rooms that facilitate
transactions between specific suppliers and specific customers and require that the local area control
room be able to follow specific customer loads and their respective suppliers moment to moment. If
a customer’s supplier does not deliver power, then that specific customer will be required to cut its
load or purchase alternative supplies. This change from managing a handful of supplies for one
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customer (total retail load) to a brokering role between many separate customers and suppliers will

require significant changes to existing energy management systems as well as more phone lines and
people to facilitate customer transactions.

The second area of concern, Communication Link B, is between the local area control room
and the customer, and is where all the metering and information coordination issues are
concentrated. Full choice competition will require thar the customer delivery points (meters) are
capable of handling the increased information flows and load control capabilities that go along with
the new customer options. The meters will need, among other things, to be capable of tracking load
on an hourly or more frequent basis, providing continuous information flow to the local area control
oom and various suppliers, and communicating billing information to the billing agent.
Additionally, the direct access customer interface will need to include equipment that allows
suppliers and/or the local area contol rooms to curtail deliveries (i.e, to facilitate interruptible or
non-firm service.)

TEP believes these issues arc solvable, but will require careful consideration and time for
development and installation of pew technologies. Until such issues are resolved and systems are
re-engineered, services must be deliverable with existing facilities or Affected Utilities must
implement those changes that can be quickly added prior to the provision of a competitive service.

Because of these changes to the industry structure, TEP believes that the quickest and easiest
solution is to limit the type of access allowed in the initial phases of the indusiry restructuring.
Using our illustrations, an example of limited access would be to allow only Communication Link A
10 be opened to the competitive environment starting in 1999. The purpose of limiting the initial
competitive options is to allow competition to begin quickly and in an orderly fashion while
allowing additional time 1o sort out details which must be considered before a wider array of options
become available. One example of limiting initial competitive options would be to allow customers
to purchase a base supply from the third party market (f.e., 100% load factor portion of their load)
but require back-up supplies, load following and other ancillary services to be purchased from the
jurisdictional utility. In this phase, billing and metering would be required distribution services
from the jurisdictional utility. This would allow competition to begin without requiring significant
operational changes.
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. Figure D
Transitional Industry Structure

Local Area Control Room

Link A

Figure D above illustrates what the transitional industry might look like. By keeping most
of the distribution functions in a regulated monopoly setting, competition can be initiated and time
will be given to the areas that need more development and definition. In this limited access
structure, bilateral contracts will be a viable option for some customers that choose to immediate
direct access to the competitive market.

TEP has provided a possible time line for distribution unbundling in Appendix A. The issues
surrounding unbundling the distribution system are diverse, but TEP believes that most of the
problems can be resolved through clear, standardized rules along with time to implement the
necessary changes. Some issues such as reliability arc black and white and there will be little
controversy as to the best solution, Other issues such as whether customer data is public or private
information will require much debate. Additionally, there are some issues which are not
controversial, but will require significant time for implementation to take place such as new metering
systems. Industry standards and protocols will be important for flexibility and to promote

competitive efficiencies.
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i I Relighility

The responsibility for reliability currently rests on the bundled electric supplier. Retail
suppliers coordinate all components of reliable service from generation to customer meters.
Gene¢ration and iransmission reliability are guided by the Western Systems Coordinating Council
(“WSCC”) and the National Electric Reliability Council {(“NERC”™), while distribution reliability is
largely guided by state regulatory bodies. Historically, electric supply has been extremely reliable
with oversight from NERC, WSCC and state regulators. However, on a day-to-day basis, regulated
utilities have provided oversight in compliance with the obligation to serve and mandated service
10 In the future, assuming competitive markets for at least the generation éomponcnt of the
11 }felectric supply business, different parties may be responsible for reliability at the generation,
12 {{ ransmission and distribution levels. The distribution supplier is likely to be responsible for
13 || reliability from the local area control room to the meter, regulated transmission providers will be
14 || responsible for high voltage transmission reliability and competitive markst suppliers will be
15 ||responsible for gencration reliability. This type of ¢lectric supply market may be much more
16 || difficult to police from a reliability standpoint due to the different types and increased number of
17 || players involved with providing service from the generation source 10 the meter. " The WSCC, an
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18 |} organization that largely relies on member cooperation, may not be an effective reliability agency in
19 |{a competitive geperation market. NERC and state regulators probably will not be effective
20 || reliability monitors in competitive generation supply markets as they do not have jurisdiction over
21 |{all the generation suppliers. Additionally, none of these organizations provide day-to-day oversight
22 |isimilar to the current regulated utility.

23 The FERC supports the concept of Independent System Operators (“ISO™) as a mechanism
24 || for transmission owners to transfer the obligation for reliability and access to an unbiased third pasty.
25 1} Given the broad reliability concerns and complexities of the electric supply system discussed above,
26 || TEP believes that an ISO type of organization is needed to facilitate generation and transmission
27 |lreliability in a competitive electric supply market. Such an organization could become the
28 || clearinghouse for generation and transmission supply transactions and oversee the reliable delivery
29 || of power to distribution suppliers.

30
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The ISO should function both as an independent grid operator and an independent power
pool operator. The ISO does not need to be 2 power pool in the sense that it dispatches generation
but should act as a “clearinghouse” for all electric transactions. This would help reduce some of the
burdens that would land on the local area control room given distribution unbundling. It should have
the responsibility and authority for scheduling transactions on the transmission grid, as well as
ensuring the reliability of the supply and transmission systems. In the course of conducting business,
the ISO should establish and enforce standards, procedures and rules that are needed for the reliable
and efficient operation of the transmission systemn and the supply market (assuring, for example that
adequate operating and spinning reserves are maintained.) Additionally, oversight of the ISO by the
WSCC, FERC and state regulators would likely be more effective than working with individual
market competitors.

The ISO should be fully operational when competition begins so as to clearly establish the
responsibilities, authorities, standards and procedures that are critical to the reliability of the bulk
power systems in Arizona and its effects on other systems in the West. The ISO should be a non-
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profit entity, with direction from a small board which is representative of the suppliers, customer
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groups and distribution companies. Owners would retain ownership of their transmission and turn
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over to the ISO its operating responsibility.
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In addition to creating an ISO, the reliability work group needs to establish distribution
reliability standards. It may be necessary to cstablish new ancillary services for the distribution
system once complete unbundling at the distribution level begins. Standards need to be established
for the following services, among others:

a) VAR support

b) Load following

c) Capacity back up

d) Metering

NN b
R ERNERSG

¢) Communication networks

f) Load shed contingency plans

g) Two county power flow

The reliability work group should first focus on issues pertaiming to customer choice for
generation starting in 1999, and then work on the details of the unbundled distribution company.

2
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1 || This effort should be coordinated with the work group established to define which services should be

2 || unbundled from the distribution company as discussed above.

3 2 Disribysion Functions

4 The responsibility to maintain an adequate and safe distribution system should remain part of

5 || the distribution company’s mission. Clear distinctions between the services that the distribution

6 || company currently provides that could be competitive and services that should remain monopolistic

7 |{must be established by the onset of full deregulation in 2003. During the transition phase, the

8 || distribution company would most likely provide the same services as it does today, but start to

9 || prepare for the unbundling process. The Commission should establish a review process to evaluate
10 || which services fall into the competitive arena and which services shouid remain with the regulated
11 (jdistribution company. This should be an ongoing process since it is pessible that as new
12 || technologies and systems are developed, services should be moved from the regulated distribution
13 || company to a competitive environment.
14 A “bright line” between which products will be considered regulated distribution services and
15 |} which products will be considered competitive is essential for successful unbundling. The main
16 ||reason for this distinction is for rate design and pricing development. Affected Utilities may have
17 }{different strategic initiatives depending on these distinctions. This could include the decision to
18 || outsource certain services for efficiency reasons such as billing, meter reading or other services
19 || currently associated with the regulated distribution company. How costs are allocated between
20 ||services will be critical to making important decisions both in terms of human resources and product
21 |idevelopment.
22 3. How Far to Unbundle Distribution
23 Both the California Public Utilities Commission (“CPUC”) and the New Hampshire Public
24 || Utilities Commission (“NHPUC") have started implementing plans to provide customer choice in
25 |ltheir respective states by 1998. The Ratesetting Work Group (“RWG™) in California has created five
26 |{|options for potential unbundling. There is consensus in the group that at the least generation,
27 || transmission, distribution, competitive transition charge and public goods should be unbundled in
28 || order to create a competitive market for generation. However, the RWQ has struggled to determine
29 || the extent to which distribution services need to be unbundled (if at all) in order to support the
30 ||CPUC's stated policy goal of making direct access available to customers of all sizes and classes.
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1 || Appendix B lists out the five options and some of the detail questions the working groups are dealing
2 || with.
3 On September 10, 1996 the NHPUC issued a preliminary plan on industry restructuring. The
4 || NHPUC decided that at first, simple unbundling is sufficient for customer choice, and states:
5 In order for consumers to choose their electricity provider, utilities must first
% unbundle retail electric services and rates. The process of unbundling involves
segregating each of the various bundled service components and pricing the
7 monopoly components separately.  Enumerating these components and
8 understanding who provides what service at what price is the first step in
determining how markets will be structured.
9
10 At a minimum, we believe utilities should unbundle their electric rates and
1 services into generation, transmission, distribution and conservation and load
management services. We do not preclude a more comprehensive unbundling at a
12 later date. However, we remain concerned that the failure 1o further disaggregate
13 distribution services will stifle the development of competitive markets and
discourage innovation in the areas of metering, billing and customer services.
14
15 Both of these state commissions are struggling with the question of how far to unbundle the
16 || distribution company in order to affect customer choice by Januvary 1, 1998. Although California is
17 lstil undecided as to the states direction, if the Commission continues with the minimum
18 || requirements for customer choice, the goal of moving towards a competitive environment will not be
19 ||delayed.
20 The issues other state commissions are having difficulty addressing include customer
91 {linformation. The Commission will have similar issues to address and should take the time required
22 |{to appropriately analyze the available options. The meter is the only physical link between the
23 |l customer and the energy provider and is used to establish an accurate revenue stream for the cnergy
24 |l provider and an accurate usage measure for the customer. Current technology only allows this
25 || measurement to happen after the fact. A monopoly business performing this function can easily
26 || maintain the proper data base required for tracking each customer’s usage level and thercfore, its bill.
27 || Opening these distribution functions up to other providers at the same time as Initiating customer
28 || choice for energy providers creates a series of issues to resolve, including but not limited to:
29
30
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a) Metering:

i) The need for smarter measurement devices considering the increased number of
transactions.

ii) The frequency of billing information required (i.e., hourly, monthly or other levels of
frequency.)

iii) The need to establish meter reading and operating standards.

iv) The need to establish who is responsible for maintaining and reading the meter.
b) Customer Information:

i) The need for market information versus protection of customer privacy.

ii} The need to coordinate information between different service providers and create
information standards.

iii) Compensation to existing utilities for providing market information.

iv) The need to establish “ownership” of customer data once an open market is
established.

¢) Billing Requi )

i) Who will be responsible for credit management.

il) Who will be responsible for billing corrections.

i) How will customer deposits be handled, especiaily for large subdivision additions.

There are a multitude of related issues that are listed in Appendix C and Appendix D. TEP
believes that these issues should be the responsibility of workshops and evidenmtiary hearings
scheduled to commence this year. The lists are included in this filing to indicate some of the details
that need to be addressed in order for customer choice to be effective.

The decisions of how far and when to unbundle the distribution system are vital to the next
stages of restructuring. TEP believes all services which are competitive should be unbundled from
the distribution company allowing the competitive process to control prices and create operational
efficiencies. However, TEP is more in-line with how NHPUC is proceeding with distribution
unbundling, TEP suggests that the Commission continue to work towards providing the necessary
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1 {{changes to create a competitive geperation market starting in 1999, but allow time to investigate
2 ||complete distribution unbundling. What TEP is requesting from the workshop and evidentiary
3 || hearings are precise standards and timing for the unbundling process to occur in order to minimize
4 || the chaos that is created by the restructuring.
5 C.  Conclusion
6 TEP is a firm proponent of industry restructuring and moving towards a competitive
7 || environment and would like to work with the Commission to help develop a clear plan to achieve
8 || this goal. Delaying the process of complete unbundling will not siow down or harm this process. In
9 {i fact it should create an easier transition for customers at all levels by leaving some of the smaller but
10 || important details to a later phase. TEP believes that electric supply should be unbundled in 1999 to
11 ||the point that aliows customer access 10 competitive generation markets within the constraints of
12 || supply mechanisms and technology that exist and are in place at that time. Additional unbundling
13 |{ should occur after all competitive market structure issues have been determined and necessary
14 || technology has had adequate time for development and installation.
15 The time line TEP provided should give the Commission reasonable assurance that the
16 || ultimate goal is to unbundle all potentially competitive services without putting system reliability at
17 |} risk or harming customers. The main reasons for delaying the unbundling of certain services are:
18
19 1) Many of the required technology changes will be driven by the market structure that is
allowed and thus appropriate technology cannot be developed and installed prior to the
20 market structure being defined.
21 2) The communication links beﬁveen the new generation market, the local area control room
22 and individual customers required for competitive access will take significant time to
23 develop and implement and cannot be dealt with prior to determination of an appropriate
7 market structure.
24 )
3) The reliability issues will take some time to fully address. An ISO, for example, will take
25 significant time to develop. Consequenily, the need for such an entity and the general
26 purpose thereof must be determined quickly. :
27 4) Itis important to establish clear distinctions between competitive and monopoly products
28 and services provided by the distribution company and other energy suppliers. Each
o individual determination of competitive and monopoly products and services will require
2% separate consideration as the resulting market structure and technology impacts will vary
30 from product to product.
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5) There arc many details that need to be addressed prior to full unbundling of competitive
services. These details include meter reading, customer information and billing
requirements. Decisions regarding items such as ownership of, and access to, customer
data may require significant changes to meters, computer systems and industry protocols.

TEP’s primary concemn is that the horse must come before the cart. In other words, decisions
regarding what is competitive and how competitive service levels will be monitored must be made
before the development and implementation of the appropriate service definitions, tariffs and system
changes required to complete the transition 10 a competitive electric supply market. The Rules do
not resolve these issues, nor do they provide a mechanism for so doing before its implementation.
Accordingly, TEP submits that it is in the public’s best interests that the vital issues raised in these
comments be resolved prior to the Rules being adopted and becoming effective. Consequently, TEP
requests that the Rules be amended, if possible, 10 cure the defects (and fortify its strengths) as
13 {| outlined in its comments in this docket.

14 ||VIl. CONCLUSION
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15 In TEP’s June 28, 1996 Response to Questions Regarding Electric Industry Restructuring,
16 || the Company stated:
17 TEP believes that the Commission and the utilities must work together to ensure that

the trapsition to full competition maximizes the benefits to customers without unduly
harming the utilities and their sharcholders. To this end, the parties must first resolve
19 |i some of the major issues to create an atmosphere where all energy providers can
compete equitably. This includes developing an equitable recovery mechanism for

20 stranded investments, resolving the public power issue and determining appropriate
21 indusuy structure. Until these issues are rescolved, it will not be possible to create an
22 equitable and efficient marketplace.

23 Although the Commission has held workshops, and we encourage that more
24 workshops be held to discuss the comments filed in this Docket, it should consider

holding public hearings on the major issues. Legislative issues should also be
25 identified as it does not appear that the Commission will have all the necessary
authority to create a fully equitable and efficient marketplace without legislative

26 changes. Finally, the Commission should start working with each electric wtility in

27 the interim to discuss the tools necessary for the utility to be properly positioned for
competition.

28

29 Unfortunately, the process (or the lack thercof) that has been undertaken since

30 |l June 28, 1996, and the resultant Rules that were adopted, have not accomplished any of the
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objectives identified by TEP (and others) necessary to bring about retail electric competition in
Arizona in the orderly and equitable manner as described above. Other jurisdictions, including
California and the FERC, have spent considerable time to study the issues, build consensus and seek
meaningful input through technical conferences and public hearings. Instead, the Commission has
adopted Rules without studying the specific issues raised concerning the Rules, without attempting
to build any kind of consensus and leaving the technical conferences and public hearings for some
future time. Additionally, it seems the Commission is unclear as to how it wants to proceed on some
of the major issues. For example, when the Rules were first proposed on October 1, 1996, SRP was
not included. After the Working Session of the Open Meeting held on October 8, 1996, SRP was
included under certain circumstances. At the December 23, 1996 Special Open Meeting, the
circumstances governing the participation of SRP changed again. These kinds of issues should not
be decided “from the seat of the pants.” They need to be thoroughly examined before being codified
in Rules that have the force and effect of law,

TEP has identified herein many of the primary objectives of retail competition that must be
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addressed in any rule, as well as the primary Stranded Cost, operational, reliability, pricing and legal

.
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implications that must be resolved prior to the implementation of definitive rules. Because these
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primary issues remain unresotved vis-2-vis the Rules, TEP urges the Commission 1o follow the leads
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of other jurisdictions to resolve the major issues first. TEP, therefore, proposes that following the

Pt
D

issuance of a Stay, the parties work together to build consensus, perhaps using the Rules as a

J
<

platform in order to bring an orderly transition to competition in Arizona. The issucs lefi unresolved
by the Rules are a threshold to a system that can be implemented optimally, legaily and equitably.
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Appendix B - California Restructuring Issues
Option 1 identifies the Track 1' items as Generation, Transmission (including ancillary
services), Distribution, Competition Transition Charges and Public Goods (collectively, the “Five

Consensus [tems™). This will require the investor-owned utilities to separate their bundled revenue
requirements into these five functional categories, a process involving refunctionalization of assets
and direct assignment and allocation of common costs and administrative and general expenses.
Proponents believe that determination of Track 2 items, including the threshold policy and
methodological issues associated with such unbundling of distribution products and services, must
be defetred until after the start of direct access in order to avoid any risk of delaying the
implementation date.

Option 2 calis for unbupdling of the Five Consensus Items to meet the January 1, 1998
deadline for Direct Access. In addition, Option 2 identifies a separate, parallel process within the
Ratesetting Working Group process to identify potential distribution services that are candidates for
unbundling. Under this option, parties will begin now to evaluate which Track 2 items are
candidates for post-January 1, 1998 unbundling, determining what Commission decisions are
necessary for additional unbundling to proceed, specifying the needed cost studics, and engaging in
essential groundwork. Proponents believe that Option 2 will best balance the need to implement
Direct Access by January 1, 1998 with the desire to address the possible unbundling of distribution
services.

Option 3 supports unbundling the Five Consensus Items and further unbundles selected
distribution services under Track 1. Option 3 selects certain revenue cycle services for Track 1,
chosen from metering, billing, customer and uncollectibles services. Services are screened according
to criteria which will differentiate between competitive (retail) and monopoly Utility Distribution
Company (“UDC™) services and determine whetber the UDC is or is not the default provider.
Monopoly services remain bundled with exclusive UDC franchise rights. Other competitive
distribution services are identified, prioritized and unbundled after January 1, 1998 (Track 2) as new '
retail products and services are identified. Option 3 unbundles UDC cost savings {credited to the bill)

! Track ! items include services that need to be unbundled to provide customer choice by 1/1/98, Track 2 items are
services that can be unbundled after 1/1/98.
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when retailers, rather than the UDC, provide the service. Where the UDC is the default provider,
UDC cost savings are based on marginal attributable costs. Where the UDC is not the default
provider, UDC cost savings are based on higher average atiributable costs. Proponents believe that
Option 3 meets CPUC goals and achieves a balance among the nine evaluation criteria defined in
this report to ensure timely direct access and support retailing.

Option 4 provides a comprehensive, phased distribution function unbundling process in
which the component services included in the retail distribution function now restricted to the UDC

are ultimately divided into three categories: i) unbundled and competitively provided by multiple
organizations, which might include the UDC; ii) unbundled, but provided exclusively by a monopoly
at two or more levels of quality at the customer's choice; and iii) bundled monopoly services
required of all customers. The process begins now with an assessment of what services fit into each
category and then determines when to make these changes. A limited number of services may be
appropriately unbundled by January 1, 1998. The proponents believe that the process should begin
by unbundling some services duplicative of direct access providers under monopoly supply in order
to develop the intelligence needed to make more informed judgments about the suitability of full
scale competitive unbundling. Their view is that, while distribution function unbundling is a key
clement of consumer choice, no party has sufficient information to judge what end state can be
supported by markets. This option does not require a priori judgments about which services can be
successtuily shifted to the unbundled, competitive market and is proposed to be an orderly process
under which 2 succession of unbundling and competitive supply opportunities can be tested, while
preserving the possibility of a regulated monopoly as the end state for some services.

Option 5 proposes that three features be incorporated in the CPUC's end state vision of the
restructured industry. First, unbundle certain distribution services, thereby creating a first tier of
retail service providers within whom the obligation to serve rests, one member of that group being
the utility's retail arm. Participation in that group of retail service providers would be restricted to
firms meeting financial and operating standards. I[n the end state, most distribution services would
be both unbundled and offered competitively. Second, unbundle several of the credit protections
used by the utilities such as the uncollectibles account, customer enrollment issues and customer
terminations for failure to pay. Third, permit the prepayment of the tariff charges, inclusive of full
prepayment of embedded ratebase, as a payment option within all electric tariffs, while changing no
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other features of the tariff’s terms of service. Implementation/testing of these proposed changes

would be sequenced throughout the restructuring phase-in period. Proponents believe that a firm
comumitment to accomplish these changes within a reasonable time frame is more important than the

precise order or timing of them. Proponents further believe that these proposed changes are
necessary to ensure that all groups of customers have access to competition and that most parts of the
bundle, as perceived by the customer, are open to competitive forces.
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1 Appendix C - Direct Access Work Group’s (“DAWG”) Data Requirements
2 Data to Support Outage Detection and Restoration
3 Utilities need real-time notification of outage conditions in order to dispatch crews and
4 |[restore service to customers. Utilities also need outage restoration information and "power on"
5 {{ checks to significantly improve customer service quality and efficiency.
6 Data to Support Turn Ous And Shut Offs
7 Utilities require opening and closing readings when customers move into or out of a
8 ||premises. The reads are om-request. Utilities also prefer to monitor vacant residence for idle
9 |} consumption.
10 Data to Support Power Quality Moritoring
11 Power quality data is desired by certain groups of customers 1o ensure that energy service
12 || quality is maintained for critical production operations. For example, voltage quality and harmonics
13 {}control may be required for a factory's service.
14 Data to Increased Scope of Operations
15 Many believe that two-way communications are essential to create the benefits of increased
16 ||scope of services and to leverage customer opportunitics to participate in the competitive market.
17 || The distribution system operator, for example, may benefit from having customer-specific data and
18 |} two-way communications with the Schedule Coordinator.
19 Data to Detect Meter Tampering and Theft Detection
20 Meter tampering and theft detection are operating costs incurred by all utilities; the
21 || monitoring and control of which would lead to more efficient operations.
22 Data on Interruptible Loads and Demand-Side Management
23 Real-time meter reads are used by distribution companies on interruptible loads during
24 || curtailment periods to monitor and verify contract compliance. Daily load profiles are used by
25 |l distribution companies 1o monitor demand-side management applications.
26 Data on Power Quality Monitoring
27 Where necessary or desired, meters could be installed t monitor power quelity: spikes,
28 || surges, sags, drop-outs (zero voltage), over voltage, under voltage (brown outs) and harmonic
29 || distortion. When a power quality event occurs out-of-band, alarms could be triggered automatically
30
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1 |{to notify the customer and UDC. With that information, steps could be taken to mitigate the power
2 || quality problems.
3 The DAWG group also determined that the following systems standards are necessary to
4 || ensure that requirements are met in the following areas:
3 1) Metering and data communications:
.6, a) Compatibility of equipment and systems provided by different entities
2 b) Integrity of metering and data communications - the system work; as desired
9 ¢) Development of licensing/certification requirements
10 d) Enforcement of adopted standards
1 ¢) Security of meter data
- f) Unauthorized Access
3 g) Theft prevention/deterrence of tampering
4 h) Timeliness of meter data delivery/access
i) Safety—both public and employee
:Z j) Accuracy of metering systems — initial and ongoing
17 2) Performance of Work:
18 a) Metering equipment operations
19 b) Metering equipment installation
20 ¢) Metering equipment maintenance
21 d) Metering equipment testing - procedures and frequency
22 ¢) Licensing of metering installers
23 f) Coordination with local electrical inspection authorities
24 g) Meter vendor certification
2 3) Hardware and Software:
zj a) Meter communications protocols
53 b) Meter reading systems
29 ¢) System integration
30 d) Data storage
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¢) Data access
f) Data transfer systems and protocols
Meter programming systems and protocols
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1 Appendix D - Detail Customer Information Issues

2 A.  Customer Information

3 1. Need for Market Information

4 One of the more difficult issues that the Commission will need to resolve is how to

5 |balance the needs and rights of customers to protect their privacy against the needs of the

6 ||marketplace for information. Adequate flow of market information to all competitors is necessary

7 || for efficient market operation, but inappropriate use or release of customer information could have a

8 |tharmful effect on customers. To control information flow too far in either direction could undermine

9 || the goal of restructuring.
10 The supply of electricity requires certain information on customers and their energy usage for
11 ||the purposes of rendering an accurate bill for services, collecting for services and for operating the
12 {|{system. In addition, utility sales and marketing departments use customer data to support public
13 || policy programs and customer retention efforts. In the regulatory framework, these were the primary
14 ljuses for which customer data was collected - regulatory oversight and system planning. In the
15 ||competitive environment, the main purpose for using this information will be for marketing.
16 A fundamental assumption of restructuring is that customers will benefit from competition;
17 {|an assumption that is based on the economic theory of competitive markets and requires that market
18 || participants have ready access to information about the market. Specifically, for markets to function
19 || efficiently, custorpers need information about the products and services available, and providers need
20 }|information about the demands of potential customers. An obvious problem, however, is that a
21 il release of customer information intended to reduce the barriers to entry and enhance competition
22 || may result in undesirable marketing practices or competitive harm to businesses. The rights of
23 |l customers to information privacy should not be compromised in the effort to stimulate competitive
24 1| markets.
25 On the other side of the fence, a customer will require comparison information concerning
26 || energy service providers in order to make informed decisions. The issues surrounding the debate in
27 || California about aggregators requiring marketing information in order to compete, also pertain to
28 || customers requiring information to compare new energy providers. Information about new energy
29 |Iproviders must be presented in some comparable format A customer must be able to compare
30
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1 |[“apples to apples” when shopping for specific products. Again, the Rules need to be specific
2 |{concerning information about basic services.
3 Before the Rules are implemented, the Commission must make some major decisions
4 |iconcerning the access of customer information to new energy service providers and vice versa. In
5 || California, DAWG concluded that the following questions must be answered by the CPUC in order
6 ||to implement a plan to access customer information:
7 1) Establishing rules and mechanisms to ensure fair or comparable access by competing
8 retailers, which requires answering these questions:
9 a) What kinds of customer information should be made available?
10 b) Which parties should be eligible for access to customer information?
11
12 ¢) By what mechanism should it be made equally available to all qualified parties?
13 d) How can we prevent privileged access by some competitors?
14 ¢) How much will information access cost, on which entities will costs be imposed, and
15 how should costs be recovered?
16 2) Protecting customer privacy, which requires answering these questions:
17
18 a) How should informed customer consent to release information be obtained?
19 b) What rules should govern appropriate use of customer information by retailers?
20 ¢) How can rules be enforced and complaints be quickly and fairly resoived?
21
22 2. Information Between Different Service Providers
23 One concem that TEP has is the coordination efforts that will be required between
24 |l different service providers for customer information. There needs to be an established standard for
25 |l data requirements, type of data available and responsibility of each service provider to furnish
26 |l customer data. Particularly in the credit area, the Commission and or work groups need to determine
27 || how to distribute customer payments between multiple providers of energy or services if partial
28 || payment, delinquent payments or deposits arc made by the customer.
29 Tt can be assumed that each Affected Utility has its own customer computer system and that
30 ||these systems are not universally compatible without modifications. Although standardizing data
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requirements is not a show stopper, consideration must be given to the cost of modifying systems or
the possible requirement for new system installations. When FERC established its QASIS
requirements, most utilities needed to purchase new software or develop the product in-house at their
own expense. v

As discussed above, some of this type of information fits into the customer privacy issue, and
consent forms will need to be provided to share information between service providers such as credit
history, delinquent payment history and other sensitive data. Some customers could take advantage
of the system and switch energy service providers in order 1o avoid back payments. In this situation,
sharing credit information will be useful to all competitors, yet customers may feel that their privacy
rights are being violated. ‘

The Rules also need to establish who gathers the information and their responsibility to share
or analyze them for others. For instance, if a customer has different providers for energy,
transmission, distribution and ESCO services, and the customer requests load, outage, power quality
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or other types of analysis, service providers have to access the same information and be able to
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provide useful information to the customer. This could require vast amounts of data storage and
widespread use of information access and analysis tools especially if data will be stored on an bourly
basis as mentioned in the metering section.

3. Market Information and Data Ownership

The issue of who “owns” or who should control previous monopoly customer data is
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20 || another topic that will require considerable discussion. This is another gray area that will cause
21 |jparties on all fronts major concem. For analysis purposes, it is helpful to focus on two opposite
22 || sides of the issue, although there are certainly more than two positions to this issue. Some parties
23 || assert that customer data is the property of the utilities that have collected and maintained it. Since
24 || the utilities collect this data as a matter of necessity and incur business expenses in so doing, they
25 |l own the data, Others disagree with this viewpoint, arguing that the business expense is borne by
26 |l ratepayers with little or no risk borne by shareholders in the process, and that the necessity of data
27 |l collection does not imply ownership.

28 Affected Utilities will declare that the information proposed to be made available to
29 || competing providers has been collected and maintained by the utilities, and the process of making it
30 i available would impose some costs on them. At the very least, there will be some costs associated
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with obtaining customer consent to release information and with preparing the data and delivering it
to eligible providers. The implementation of imformation access must assess the nanme and
magnitude of all relevant costs, and provide means to recover those costs and compensate the
appropriate parties.

Another option to consider is that customer information is owned by the customers
themselves, and that if any monetary return is realized from the economic value of the information
that retum should be shared with customers. This information is also a necessity to establish a fair
and efficient market and transform the industry to one of competitior. At least in the initial stages,
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customer information should readily be available to any new entrant.

B. Billing Requircments

Once competition is allowed to start and there are multiple service providers to a single
customer, there must be an answer to the question of who provides the billing for that customer’s
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energy services, The quickest and simplest solution will be to have the distribution company
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provide this service. Since the customer must receive services from the distribution company for

15 || wires services, it makes sense for the distribution company to simply continue billing for services it
16 || supplies to the customer and add to that any additional services provided to the customer by the
17 || market.

18 Conversely, the Rules state that billing and credit services are competitive and that
19 || companies providing these services do not need a Certificate of Convenience and Necessity. This
20 ||implies that any company can set up shop and sell billing and credit services. Therefore, it will be
21 ||necessary for the Rules to state specific standards concerning the data requirements and bill
22 || processing.

23 1. Credit Management

24 In the new competitive environment, credit mapagement will need to be coordinated
25 || between different energy providers. Standards will need to be established if a customer has multiple
26 || providers and only contributes partial payments each month, or if the customer is in arrears. Another
27 1lissue is when a customer leaves a certain energy provider and still has an outstanding balance. One
28 || possible solution is to examine the telephone billing and credit systems already in place and look at
29 || how these companies handle different suppliers and different customer’s credit arrangements.
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i A good credit management system will depend on a good computer system. Under a
2 [{competitive environment a computer systern will need the ability to allow for credit information
3 |{ input from other energy providers and reporting capability to easily identify those customers who are
4 !|skipping from provider to provider 1 avoid bad credit. There must also be a system to collect and
5 |lreimburse bad debts to other utilities for transferring customers.
6 If electricity is a commodity obtained in a competitive market, it is not unreasonable to expect
7 |} all energy providers to rninimize bad debt. There should be a mechanism established whereby cnergy
8 || providers, not just the Affected Utiliies providing standard offer services, work with bad debt
9 || customers to determine whether the cause of non-payment is related to a problem with the provider, or
10 || whether the customer needs a lifeline rate. If not, the energy provider should be able to notify the
11 || distribution company that the customer is in arrears and the energy provider will no longer be serving
12 ||that customer. At this point, the distribution company will have to determine if the customer can afford
13 ||standard offer services or not. The main concem is that consistent procedures be developed to
14 || climinate a bad debt burden on the distribution cornpany.
15 Another dilemma concerning credit management is service termination. The Rules do not
16 |lspecify standards concemming this area, yet considering the implications for some low-income
17 {|customers, standards need to be developed. New energy providers will probably not have the ability
18 |{to physically terminate service. The Rules need to determine if the distribution company will be the
19 |{only company to terminate physical connection. If a new energy provider ierminates its service
20 || contract, the end user will have the option of choosing another retailer or taking standard offer services
21 || depending on the standards established for changing service providers.
22 2. Billing Corrections
3 The issue with billing corrections also relates to meter reading issues. Again, this is
2 mostly a coordination issue between the different service providers. The more companies that are
. involved with customer usage and billing services, the more difficult it will be for correcting a
zj problem. Another concern is who is responsible for determining that a correction is required.
28 Sometimes it will be the customer, but energy providers necd to have standards for correct meter
29 ||readings and review of customer bills.
30
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3. Customer Deposits
The current Commission rules and regulations support deposits and cost of ownership

related to regulated, protected customers. When the market is open to competition and a regulated
utility’s service territory is no longer protected, these rules are not relevant. Customers Will be able
to switch energy and other service providers. A new mechanism will need to be pur in place so that
the company installing the equipment will eamn a fair return either through energy charges or a
contract. TEP is currently holding millions of doliars that are refundable deposits for line extensions
and subdivision contracts. A portion of the contract is refunded when a meter is sct and TEP starts
receiving revenue for its services. After competition starts, there is no guarantee that TEP will be the
service provider and therefore earn its rate of return on the capital installed. Customers may have to
have a contract signed in order w0 get a new installation completed if recovery can not be guaranteed
through a service charge.
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